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When should a tax ease be taken 


to court: the many costs of litigation 


by Martin M. Lore 


Tax litigation is expensive—in lerms of time,effort, and risk, as well as money. At some point in 


every dispuled case decision must be made as to how much of each the taxpayer wants to expend to 


litigate. 


This article* suggests practical factors which can make it advantageous to go to court, or 


wiser to stay out. Both legal and tactical factors are considered, including the nature and situation 


of the taxpayer. Good advice and good sense are here demonstrated to be the taxpayer's best weapons 


W INNING a tax case in court is all very well, and if 
the case could not be closed without litigation it 
is the best thing that could happen. But it is still the 
third best way to win. First of all, you do not get back 
the lawyers’ fees that have to be paid, even if you win 
the case. The taxpayer may have assigned several men 
to prepare data in connection with the trial and per- 
haps an officer to collaborat with counsel and testify 
at the trial. There is no reimbursement for this. 
Accountants may have been required to assist in the 
preparation of data for use at the trial. Time may 
have been consumed in testifying in court. For none 
of these expenses can the taxpayer be recompensed. 

[t cannot be emphasized too strongly that the earlier 
the stage, the less it takes to close a case. It takes less 
effort to convince the Service that a return is proper on 
its face and should not be sent to the field for audit 
than it will take to convince a revenue agent once the 
return is assigned to him. It takes less evidence to 
satisfy the agent than it will take to persuade the 
Appellate Division. And it takes less evidence to per- 
suade the Appellate Division than it will take to carry 
your burden of proof in the Tax Court. 


Common sources of tax difficulties 

Failure to look ahead—Tax cases start in many ways 
but most often as a result of steps the taxpayer failed 
to take. How often the expenditure of a little extra 
effort to present a transaction more clearly in the re- 
turn has eliminated any question with respect to it! 


How often the proper development of the facts for an 
agent has ruled out the deficiency notice and court 
trial that would otherwise have followed! 

There is no substitute for advice by competent tax 
counsel. Most of the cases that have ended up in the 
courts were born of the lack of competent advice. 

Inadequate factual support in return—Probably the 
most frequent source of tax difficulties is the failure 
to explain deductions adequately. For example, a de- 
duction for traveling expenses is listed in the amount 
of $10,000. When an agent sees this, 
curious. He wants to know exactly what different 
items enter into this total: how much for railroad and 
plane fare, how much for food, how much for hotel 
accommodations, how much for tips, and so on. So 
he makes an appointment to check the underlying 
records. At this audit conference he will not only ask 
for verification of the claimed traveling expenses, but 
he will also look over the rest of your transactions. 
This is how trouble often starts. 

Lack of detailed explanation of deductions—If the 
taxpayer had kept a travel log, indicating the dates and 
the breakdown of expenses, he could attach a schedule 
to his return setting forth this information. The agent, 
would most likely 


he becomes 


upon reviewing such a return, 
accept it without demanding verification. He sees that 
you have fully itemized the deductions, and that they 
are reasonable on their face. The nature and amount 
of the deductions have been fully explained, and he is 


satisfied. Thus your return probably would not be 
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intensively audited, unless there were other question- 
able items. 

Taxpayer's negligence— Many tax cases grow out of 
negligence on the part of the taxpayer. Negligence is 
defined in Webster’s dictionary as a failure to exercise 
the care that the circumstances justly demand. A 
careless bookkeeper may have failed to credit de- 
preciable property with last year’s depreciation deduc- 
tion. When the present year’s deduction is computed, 
it will, of course, be wrong. A little slip like this may 
lead to an exhaustive audit. 

Lack of competent tax advice—A taxpayer unaware 
of the technical provisions of the law may lose deduc- 
tions for losses that a well-advised taxpayer could 
preserve. He may unwittingly include in income items 
that are properly excludable. In fact, to enter now- 
adays into a deal of any size without consideration of 
the tax effects can be suicidal. Not only do you risk 
being taxed on “fool's profits,” but, until you know the 
tax consequences of a transaction, you cannot know 
what it is you are really getting or giving up. 

Poor presentation—We must face it. We do not have 
perfect justice. Just because you are right does not 
insure a favorable decision. The books are full of 
cases decided on the basis of poorly presented evi- 
dence. It is only when a case is properly presented to 
a court, to an agent, or to anyone else, that you can 
get a favorable decision based on the merits. There 
are also many cases decided on technical points, irre- 
spective of the merits. It is a tough break for a client 
to have retained a lawyer who is not well informed and, 
as a result permits the case to go off on a technicality. 
A taxpayer retaining counsel who ended up on the 
short side of a te chnicality is not going to be favorably 
impressed with the administration of justice. 

Reliance on schemes and gimmicks—It is obviously 
impossible to predict what tax legislation may be en- 
acted in the future or how courts may decide future 
cases, but any tax man worthy of his salt has a feel 
for trends and a highly developed olfactory organ as 
far as tax-avoidance schemes are concerned. It is no 
secret that the good practitioner spends half his time 
talking clients out of doing things they want to do to 
save taxes. The special tax gimmick obtained from the 
bragging passenger in the Pullman car usually turns 
out to be less than the whole story, and inaccurate 
besides. Indeed, it most often turns out on analysis 
to be much more vulnerable than its proponent 
indicated. Be very careful about these “bright ideas.” 

There is no question but that the courts have been 
less liberal in certain areas than in others. For ex- 
ample, in the field of corporate reorganizations and 
distributions the criterion has tended to be one of 
substance over form, and the courts have introduced 
the effect test, the concept of step transactions, the 
business purpose test, and so on. Likewise, in the 
estate-tax field, the courts have gone far in taxing 


property in which a decedent's retained rights were 
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little more than microscopic. Indeed, there are any 
number of areas in which the courts have reached 
results with an eye glued to the revenue. 

It is very important to know in what area you are 
operating—whether it is one in which the courts have 
adhered strictly to the statute or one in which they 
have interpolated additional tests and conditions to 
protect the revenue. 

Taking calculated risks—Various revenue regula- 
tions promulgated by the government have from time 
to time been held invalid by the courts. It is, of course, 
the taxpayer's privilege to challenge any regulation 
believed to be unconstitutional or unwarranted by 
statute. However, a taxpayer must realize that any 
action contrary to the regulations is an invitation to 
litigation. It is one thing to invite litigation knowingly. 
It is a far different thing to stumble into it through 
ignorance of the existence of the regulation. 

Choosing alternative methods of treatment—There 
are many fields in the tax law which, because of their 
uncertainty, present a _ taxpayer with alternative 
methods of treating an item. The corporate executive 
and his tax adviser must determine to which side the 
scale tips. If the decision involves risking litigation— 
and quite often an honest, informed opinion results 
in a course of action unproductive of revenue—a tax 
case will probably start. But taxpayers should have 
no qualms in deciding borderline issues in their favor 
if there is merit in their position. The duty of tax- 
payers is not only to pay their taxes in full; it is also 
not to pay one penny more than is legally due. If 
they must establish they are right by litigating, then 
that is their only course. 

Deliberate flouting of statute—A practice frequently 
encountered is the exclusion of income specifically in- 
cluded by statute or the taking of deductions clearly 
not allowable. This is motivated either by the hope 
that the returns will not be audited or by the thought 
that if the return should be audited, the error is one 
that the agent can write up as a basis for an additional 
tax. There are agents who insist in making some ad- 
justments, irrespective of how clean the return is; for 
such as these there is perhaps no alternative but to 
set up one or more straw dummies that the agent can 
knock down. Fortunately, however, this type of agent 
is in the minority, and this practice boomerangs where 
you have a good agent doing the audit. 

, Noncompliance with the Code—Under various sec- 





THE WINNER IN COURT ALWAYS LOSES 


The best way to win a tax case is to avoid dis- 
pute over your tax liability in the first instance. 
The second best way is to settle the dispute 
successfully. The third best way is to win it in 
court. 
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tions of the Code, the taxpayer is entitled to relief in 
certain transactions if he make a proper election. For 
example, a corporation may exclude from its gross 
income amounts attributable to a discharge of any of 
its indebtedness if the corporation makes and files its 
assent to certain regulations. Occasionally corpora- 
tions will not return discharge of indebtedness in- 
come on their return, yet knowingly fail to file the 
written consent required by the statute. An audit of 
the corporation’s books would reveal this exclusion, 
and the agent would then check with the Commis- 
sioner's office and find no consent on file. A deficiency 
could then be assessed because of the exclusion, and 
“trouble” will have arrived. 


Potentially dangerous situations 


There are transactions that, when carried out by 
certain methods or by certain persons, are automati- 
cally subject to question. For instances, a sole stock- 
holder of a corporation, or even a group of stock- 
holders in a close corporation, may be in a position to 
do things which the stockholders of a widely held 
corporation cannot do. They can for example charge 
to corporate operations expenses that are personal 
in nature, with no one to complain unless it be Uncle 
Sam. Or an individual in control of several companies, 
some more profitable than others, may be able to 
shift income or expense from one company to another, 
distorting true income to effect tax savings. 

Parent and subsidiary—Dealings between a parent 
and subsidiary likewise are presumptively suspect in 
the absence of a consolidated return. This is especially 
true where the parent, having very high earnings for, 
let us say, the first two-thirds of the year, decides to 
sell its product to the subsidiary at a fairly low mark- 
up and have the subsidiary distribute it to the public. 
The Commissioner will bring a sharp eye to bear on 
these transactions and may decide to reconstruct the 
income of the parent by allocating a good deal of the 
subsidiary’s profit to the parent. Or, the parent may 
decide to make substantial repairs for the benefit of 
the subsidiary and charge them off on its own books. 
You can be sure such expenses will be closely scruti- 
nized and probably disallowed on the ground that no 
direct benefit accrued to the parent. 

Whenever a parent and subsidiary corporation deal 
between themselves, or the expenses of one are paid 
by the other, they must be very careful to treat each 
other as independent enterprises to the greatest pos- 
sible extent. The prices between the two must be 
reasonable and in line with the prevailing market. 
Payment by one of the other’s expenses should be 
evidenced by a loan or account payable, and pay- 
ments thereon should be made. The Commissioner and 
Mr. Lore is a New York attorney and CPA. He is president of 
the Federal Tax Forum, Inc., and editor of the practice sec- 


tion of this journal. He is a former Treasury Dept. and IRS 
attorney. 


the courts have repeatedly stated they will not tell the 
taxpayer how to manage his business, but they do 
insist that, tax-wise, he run it fairly. 


Vulnerable spots 


Let us suppose that controversy has arisen; an agent 
tells you he is planning to propose a deficiency. What 
should you do? How should you assess the probabili- 
ties of success at various levels? 

Undoubtedly there are some weak spots in your 
case that can give you trouble. Undoubtedly, because 
if you had an air-tight case the government would 
probably have settled it to your satisfaction. So as 
you prepare your case for submission to the Tax 
Court, you must search for and be aware of any weak- 
nesses. These may range from similar cases decided in 
the Commissioner's favor to the inability to produce 
evidence that is necessary to establish your case. 

In negotiations with agents and conferees, a good 
many reasonable assertions will often be believed with- 
out full substantiation. For example, in a case involv- 
ing the reasonableness of an officer's salary, if you 
tell the conferee that the officer in question put in 
ten hours a day, possessed a vast amount of knowledge 
of the particular industry, was offered a more sub- 
stantial salary by a competitor several years ago and 
the like, he will most probably believe some, if not all, 
of these statements. Perhaps he may ask for an afh- 
davit. But when you get into court you will have to 
actually prove every one of these facts, and possibly 
more, if you are to succeed. This can be quite difficult 
and downright expensive. 

Or consider a depreciation deduction on a truck. 
The conferee may well believe it was purchased for 
$6,000. His objection may be to its useful life. In 
court, however, you will have to establish its basis by 
competent evidence. While this point may be covered 
by stipulation entered into with government counsel, 
there may sometimes be difficulties in proving basis, 
and government counsel will not stipulate to some- 
thing unless he is satisfied it is a fact. The only con- 
cession would be as to the technical nature of the 
proof from an evidence standpoint. These are just some 
simple illustrations of the change in complexion that 
a case takes on once you leave the negotiating table. 
To overlook the difference in approach can be fatal. 

Witnesses—what impression will they make?—In 
lining up your witnesses, you will have to be con- 
cerned with the effectiveness of your presentation. 
Will they present the evidence forcefully and effec- 
tively? Will they stand up under stiff cross-examina- 
tion, or will they become rattled and confused? It is 
appropriate to ask these questions in reference to all 
of your witnesses. The answers will give you a much 
more realistic picture of your chances of success. 

Remember too, if the witnesses are interested parties 
their self-serving testimony will not carry as much 
weight as that of strangers. You may then have to find 
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other witnesses to corroborate this evidence. 

At times, the only one who can testify to some essen- 
tial matter is a reluctant or timid individual. You must 
consider whether the evidence is so important that 
you have to risk the ruination of your case by putting 
him on the stand. If you find you can get the evidence 
in by stipulation or some other means or that the cross- 
examination of other witnesses has brought the point 
out, it may be wise to dispense with such a witness. 
Some people just make poor witnesses, and it is im- 
portant to consider the material you have to work with 
just as much as any other facts in the case. 

These are some of the practical considerations that 
are most important in evaluating the strength of the 
case. It would, indeed, be foolhardy to take a case 
to the Tax Court in the hope that the judge will over- 
look inadequacies in your factual presentation or 
weaknesses in your witnesses. 


Expenses of litigation 


No costs in Tax Court—Taxpayers should realize if 
they go to the Tax Court that even in winning they 
lose. In order to clarify the apparent double-talk, take 
the following case. 

The Commissioner asserts a deficiency of $10,000. 
A petition is filed after fruitless negotiation, and the 
Tax Court finds there is no deficiency owing. But this 
does not make the taxpayer whole again. He must now 
pay attorney's fees and witnesses’ expenses out of his 
own pocket. And he does not even get partial reim- 
bursement, for there are no costs or attorney's fees 
awarded to the victorious litigant in the Tax Court. 
He must charge these expenses up to his share of the 
cost of government. All the taxpayer gets in such a 
situation is vindication. In many Cases, the g government 
indirectly bears part of the cost of litigation through 
the income tax deduction under appropriate circum- 
stances. But all too often a case involves a small tax- 
payer who is forced to substantiate a claim the ex- 
penses of which do not result in a tax benefit to him. 
Usually he has very little if any taxable income against 
which he can offset the attorney's fee. And he has had 
to get a tax practitioner to handle his case, because 
he was smart enough to know that a taxpayer has a 
very slim chance of winning when he tries his own 
case, 

Expenses of trial should be avoided where possible— 
Consider when it might be wise to concede issues to 
the government. Usually a controversy involves one 
or more major issues and possibly several minor ones. 

Take, for example, a controversy over the reasonable- 
ness of an officer's salary and a deduction for a bad 
debt. Let us suppose that both questions are reason- 
ably debatable, but a substantial disallowance of the 
officer's salary will result in a much larger deficiency 
than the disallowance of the bad debt. Of course, 
you should vigorously urge you are right on both 
points. However, once you are met with equally vigor- 
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ous objections on the government's side, it may prove 


fruitful to concede the bad debt issue if the govern- 


ment will concede the reasonableness of the officer’s 
salary. You will thereby avoid the expenses of trial 
as well as the possibility of losing on the main issue. 
Once you go to trial, the government is not inclined to 
concede anything. Thus the small deficiency you 
might have to pay because of this concession will 
probably be less than the fee you would have to pay 
a lawyer if you went to trial. 

An attempt to “win all the marbles” has occasionally 
resulted in catastrophic consequences for taxpayers. 
A famous case illustrating this began with the Com- 
missioner asserting a deficiency of $50,000 against the 
taxpayer. In negotiations, the attorney for the tax- 
payer had gotten the sum reduced to $15,000 and ad- 
vised his client to settle for that amount. But the client 
insisted no deficiency was owing and had the lawyer 
file a petition in the Tax Court. In the government's 
answer, a claim for an additional deficiency was as- 
serted. The Tax Court handed down a decision deter- 
mining a deficiency of over one million dollars. When 
a petitioner finds, as he did in that case, that he has 
a bear by the tail, it is already too late. He cannot with- 
draw the petition ofter the Commissioner has asserted 
an additional deficiency. Once the court acquires 
jurisdiction of a case, as it does when a petition is 
filed, either party has the right to insist that the court 
shall enter an order redetermining the deficiency, 
either on the merits or on default. 

Penalty for filing frivolous petition—Under certain 
circumstances, the filing of a petition may create in 
the Commissioner the right to enforce a penalty. This 
right arises whenever it appears to the Tax Court that 
the proceedings before it were instituted merely for 
the purposes of delay. In one case in which the $500 
maximum penalty was imposed, the t axpayer contested 
a deficiency based on the disallowance of a loss deduc- 
tion. The loss arose, he claimed, from a suit against 
him for unpaid stock subscriptions. At the trial, how- 
ever, he admitted that the case was still pending in 
the year in which the deduction was taken. The Court, 
after examining all the papers in the case, held the 
petition to be without merit and frivolous. Although 
not many penalties have been asserted under this 
authority, the few that have resulted should serve as 
a deterrent to taxpayers whose only motive for filing 
a petition is to delay payment of the deficiency. 


How to choose your forum 

One thing you should decide early in the game, if 
you intend to litigate, is whether you are going to use 
the T Tax Court route or whether you are going to pay 
the deficiency and seek a refund in either the District 
Court or the Court of Claims. 

The first step in the process of deciding which road 
to follow is to read and analyze the decisions of the 
Tax Court, the Court of Claims, and the District Court 
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and Court of Appeals in which your case will be heard. 
Because the Tax Court is normally bound only by 
its own decisions and those of the Supreme Court, 
it may have taken a view different from the Court of 
Claims or Court of Appeals in cases similar to yours. 
Or the decisions of the Court of Claims may run con- 
trary to the other courts because the Supreme Court, 
the only court that can review its decisions, has not 
as yet passed upon this point. For example, before the 
possibility of reverter question in estate taxation was 
finally settled, the Court of Claims was the place to 
go on that issue, for that Court had held that a trans- 
fer was not intended to take effect in possession or 
enjoyment at or after death merely because there was 
a possibility of reverter. They ruled that there had to 
be an actual intention that the property should revert 
to the decedent before it would be included in his 
gross estate. 

Another example of the split between the Courts 
involves interest or refunds in overpayment of estate 
taxes when the refund is “based on” the state estate tax 
credit. The Second Circuit has affirmed the District 
Court in denying interest on a refund where part of 
tax. The Court of 
Claims, on the other hand, has openly refused to follow 
this view. Its interpretation of the statute has resulted 
in allowance of interest in such a case. It is quite evi- 


it is based on the credit for state 


dent that, if you have a case involving this problem, 
your best chance of success lies in the Court of Claims. 

Another consideration is whether the taxpayer has 
a large amount of cash available and would like a re- 
government security, or 
is hard pressed for 


whether he 
cash and would want to postpone 
payment as long as possible, even if it means addi- 
tional interest. Along with these factors, the taxpayer's 
chance of winning must be appraised. If the pros- 
pects for success are dim, it should be urged to pay 
immediately so as to stop the accumulation of interest. 

Indeed, if upon checking the cases you find that 
the taxpayer has an unfavorable decision in the Tax 
Court of Claims, 
it may be well advised to borrow, if need be, just to 
be able to take the case to the Court of Claims. 

Type of case to bring before the Tax Court—If you 
do not want to pay the deficiency before litigating you 
will have to go to the Tax Court. Likewise, if the de- 
cisions of the Tax Court appear to uphold your major 
it would be wise to start the 


turn of 6% at 


Court and a favorable decision in the C 


case there in 
any event. For if you win and the government appeals, 
the re ‘cord, consisting of the findings of fact and con- 
clusions of law, will probably be much stronger than 
if the case had been heard originally in the District 
Court. 

Another type of case that should be brought in the 
Tax Court is one involving the interpretation of a sec- 
tion of the Code. With due deference for the ability 
of the District Court judges throughout the land, it 
cannot be denied that the Tax Court judges are a 


contention, 


trained body of experts in the field of federal taxation. 
It is obvious that a judge who spends all of his time 
adjudicating controversies primarily in one field of 
the law will have a better command of that subject 
than a judge who must spread his time over every field. 
The appellate courts are aware of this reality and are 
often quite deferential to the Tax Court’s pronounce- 
ments of the law, although, of course, they are not 
bound to follow it. Thus, where you urge an intricate 
legal argument as to a particular section of the Code, 
it is, at times, advantageous to use the Tax Court as 
your forum. They are more apt to espouse a technical 
approach irrespective of the equities involved. 

Finally, there is another situation in which the Tax 
Court is the forum to select, and this is hardly ever 
mentioned. A case some years ago will be used as an 
illustration. The taxpayer was a member of two so- 
called family partnerships. One of the partnerships 
was short-lived, let us say just in 1940, but resulted 
in a very substantial profit. We got the case at a very 
early stage of the negotiations. One of the partnerships 
we believed could have won out in the Courts—the 
other one we felt was weak. So we put all our efforts of 
proof, persuasion, and concession on the weak partner- 
ship. The 30-day letter as it finally went out dis- 
allowed what we considered the strong partnership, 
that is, from the taxpayer's standpoint, and recog- 
nized what we considered the weak partnership. In 
this state of affairs, the thing we wanted most was for 
the 90-day letter to read exactly like the 30-day letter, 
and when finally issued, it did. We promptly filed a 
petition in the Tax Court, so that the Commissioner 
could not assert an additional deficiency by way of 
a further 90-day letter. 

In this case, it happened that the five-year statute 
of limitations was applicable. If the tax had been paid 
and a claim for refund filed, there was a real risk of a 
change of approach and a further deficiency notice. 

By filing a petition with the Tax Court we were able 
to foreclose dispute over the weak family partnership. 
If the Commissioner had raised this issue after send- 
ing the 90-day letter, he would have had the burden 
of proving it. He refrained because he knew how diffi- 
cult it is for the government to sustain this burden. 
It so happened that this estimate of the case was ap- 
parently correct, since we got what amounted to an 
almost complete concession, of the second partner- 
ship in the Appellate Division. Adjustments were made 
to several items, but the partnership issue never did 
have to be taken to Court. 

When to choose another forum—Whenever the facts 
in your case will tend to impress a jury of laymen but 
will not hold up too well before a judge, it is best to 


sue for a refund in the District Court and ask for a 
jury trial. For example, you may be involved in a 
controversy over the bona fide existence of a family 
partnership. Juries have frequently upheld the validity 
of family partnerships where the Tax Court has ruled 
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to the contrary on similar facts. Other situations in 
which a jury may give you more favorable treatment 
are those involving the question of intention, such as 
transfers in contemplation of death or the accumula- 
tion of surplus beyond the reasonable needs of the 
business for the purpose of surtax saving by stock- 
holders. As juries take a less critical view of these fact 
patterns, they often resolve the issues in favor of tax- 
payers. 

Down-to-earth approach in District Court and 
Court of Claims—The judges of the District Court and 
the Court of Claims have often taken non-technical, 
more down-to-earth approaches in tax cases. They 
don't seem to apply the law with such harsh rigidity 
as the judges of the Tax Court. Their opinions, gen- 
erally speaking, reflect an equitable approach to tax 
proble ms, particularly in the Court of Claims, which 
is often to the benefit of taxpayers. Thus, in any case 
where the government's approach is a technical one 
and there are strong equities in your favor, the Court 
of Claims is the ideal forum. Cnly after all these con- 
siderations are taken into account should the tax- 
payer determine in which court he will litigate. 

Procedure to get before the District Court or Court 
of Claims—In order to get into the District Court or 
Court of Claims, you will first have to pay the asserted 
deficiency and then file a claim for a refund. The Code 
prohibits any suit for the recovery of taxes unless a 
timely refund claim was first filed. For a claim to be 
timely, it must be filed within three years after the re- 
turn was filed or two years after the tax was paid, 
whichever is later. This is done on Form 843, which 
can be secured at any Director's office. 

In preparing a claim it is necessary to state the basis 
on which you seek the refund. But in so doing, do not 
limit your grounds to one theory or one particular sec- 
tion of the Code. For ex ample, if you are claiming a 
refund on what you are “sure” is a deduction for de- 
preciation, you might include as other grounds ob- 
solescence and a loss sustained in connection with 
property used in trade or business. For if you base 
your refund claim exclusively on one theory or section, 
you will be precluded from recovering on any other 
ground in the absence of a waiver by the government 
or a timely amendment. Thus, by relying on several 
sass tive theories you avoid the embarrassing and 
costly possibility that the court might have permitted 
recovery under another section if your refund claim 
had asserted it. 

Time to sue on a refund claim—Once the claim has 
been filed, you will have to wait until it is rejected or 
until the expiration of six months, whichever period is 
shorter, before you can sue. The time after which suit 
cannot be brought i is two years after the Commissioner 
has rejected a refund claim. To illustrate, if a claim 
was filed January 1, 1954 and no action had been 
taken on it by July 1, 1954, a suit could then be insti- 
tuted. If the claim was rejected May 1, 1954, suit 
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could be brought the very next day or any time there- 


_ after until April 30, 1956. 


How to avoid an increase in deficiency—Suppose a 
corporation receives a 90-day letter in 1954, propos- 
ing a deficiency for the taxable year 1951, the return 
having been filed March 15, 1952. The deficiency re- 
lates to a disallowance of part of the amount claimed 
for advertising expense. In reviewing the facts, you are 
convinced that the item was properly expensed. But 
it is also found that the corporation had a large accu- 
mulated surplus that year. You further realize that 
under Section 531 the Commissioner may impose a 
penalty on accumulated surplus if it exceeds the 
“reasonable needs of the business.” True, the surplus 
may have been accumulated to purchase a building, 
but the rise in real estate values persuaded you to wait 
for a possible drop in the market. Yet this argument 
may not be sufficient to have the penalty expunged if 
one should be imposed. You know that if a petition is 
filed, the Commissioner will re-examine your return 
closely to see if there are any other adjustments that 
should have been made. And you are concerned lest 
a deficiency of $1,000 or so turn into one of $50,000 or 
more. In this state of affairs it would be advisable to 
pay the deficiency without filing a petition. The case 
will then be closed by the government without the 
danger of a larger deficiency being asserted. 

But you need not accept this closing. Instead you 
may wait until after the three-year statute of limita- 
tions on deficiencies has expired for the taxable year 
involved. This would be, under the supposition, March 
15, 1955. As the deficiency asserted in the 90-day letter 
was paid by you in 1954, you have until two years from 
the date of payment, some time in 1956, to file a claim 
for refund. Thus, soon after March 15, 1955, a refund 
claim should be filed to recover the deficiency paid 
pursuant to the disallowance of the bad debt deduc- 
tion. The Commissioner, upon receiving the claim, 
could no longer assert an additional deficiency on the 
accumulated surplus for the taxable year involved, 
for such action would be barred by the statute of 
limitations. You are thereby able to litigate the issue, 
without fear of getting an increased deficiency. 

Whenever there is danger of a proposed deficiency 
being increased because some other item in your re- 
turn might turn out to be a source of controversy, it 
is best to follow the procedure outlined above. 

It should be noted that where the deficiency or any 
possible additional-issue involves the includibility of 
an item in gross income, the five-year statute of limi- 
tations may be applicable. The five- -year statute applies 
whenever the taxpayer has omitted from gross income 
an amount properly includible therein that exceeds 
25% of the amount of gross income reported on the 
return. w 


* The author acknowledges with thanks the kindness of Pren- 
tice-Hall, Inc., in granting permission to use certain material 
from his book “How to win a tax case’ ’ published early this year. 
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How to stay in tax-free territory with a 


divisive reorganization under Section 355 


by CHARLEs 8S. Lowrrmore, Sr. 


Taz treatment of split-ups, split-offs and spin-offs are changed considerably in the new Code. This 


article considers Section 355, related proposed Regulations, and legislative history, to determine the 


safest path to tax-free treatment of a divisive reorganization. As is lo be expected, questions remain 


on many technical points; here the author offers considered opinions on the proper course to follow 


ECTION 355 OF THE NEW TAX LAW OFFERS US TAX 
S savincs possibilities in the distribution of stock 
and securities of a controlled corporation, and in the 
separation of existing business or businesses. However, 
it is to the credit of American taxpayers that the great 
majority of divisive reorganizations are the result of 
good business judgment, which includes improvement 
of the corporate financial position and structure, and 
the minimizing of the income tax bite. In other cases 
such reorganizations have been in compliance with 
regulatory directives. 

We are concerned with the effects on distributees, 
shareholders and security holders,! who receive stock 
of a controlled corporation in a Section 355 transaction. 
The shareholders affected are: 

1. those owning stock in a single corporation before 
a distribution is made of the stock of a corporation 
controlled by that corporation, and 

2. the same shareholders who after the distribution 
are then shareholders in both the controlled corpora- 
tion and the old single corporation which distributed 
such stock of the controlled corporation. The phrase 
“shareholders and security holders” means, also, share- 
holders or security holders. The term “stock” includes 
both common stock and preferred stock. The term 
“distributees” as used in Section 355 includes individ- 
* For ease in reading the word “stock” is used hereafter to mean 
both “stock” and “security”; “stockholder” to mean both “stock- 
holder” and “securityholder”. Where the difference is significant, 
the word “security” will be used. Similarly, the word “corpora- 


tion” is used where the full language would be “corporation or 
corporations. 


uals, trusts, estates, partnerships, and corporations. 
See Section 7701 for definitions. 


Types of separations 


Section 355 provides the rules for two general types 
of separations: (1) The distribution of stock, or of 
stock and securities, in an existing controlled corpora- 
tion, and, (2) the distribution of stock, or stock and 
securities, of a new corporation, received in exchange 
for net assets transferred, by a single corporation, to 
the new corporation. 

Under (1) above, the corporation having control of 
the corporation, whose stock is to be distributed must 
have had such control for at least five years. Under 
(2) above, the distributing corporation must have 
owned the business to be separated, and must have 
used these assets in the active conduct of a trade or 
business, for at least five years. 

The proposed regulations on Section 355 defines its 
scope as providing “for the separation, without recog- 
nition of gain or loss to the shareholders and security 
holders, of two or more existing businesses formerly 
operated by a single corporation. It applies only to 
the separation of existing businesses which have been 
in active operation for at least five years, and which, in 
general, have been owned for at least five years by 
the corporation making the distribution of stock or of 
stock and securities.” 

The Senate Finance Committee Report, at page 266, 
says: “Section 355 corresponds to that portion of Sec- 
tion 112(b)(3) of the 1939 Code which relates to 
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divisive reorganizations of corporations including 
“split-ups” and “split-offs” and to Section 112(b) (11) 
of such code relating to corporate “spin-offs.” Section 
355 is also directly related to Section 368(a)(1)(D) 
which is derived from 112(g)(1)(D) of the 1939 
Code.” 


Control immediately before the distribution 


To meet the requirements of the general rule it is 
necessary that the distributing corporation have con- 
trol over the corporation whose stock is to be distrib- 
uted. Under Section 368(a)(1)(D) this control may 
be vested in the corporation, or its shareholders, in- 
cluding persons who were shareholders immediately 
before the transfer, or a combination of both. 


Distribution of earnings and profits prohibited 


To obtain tax-free treatment under Section 355, the 
transaction must not be used principally as a device for 
the distribution of earnings and profits of the distribut- 
ing corporation or the controlled corporations. It is 
obvious that if there are no accumulated earnings or 
profits the problem does not arise. 

The Code uses the term “principally” and paren- 
thetically clarifies to some extent the real meaning of 
the subparagraph. Most significant about the pro- 
hibited purpose is, that, in my opinion, a distribution 
can be made to shareholders who have prior to such 
distribution made arrangements for sale or exchange 
of such stock, if and only if, the corporations can show 
beyond a reasonable doubt that such distribution was 
not made as a “device for the distribution of the earn- 
ings and profits of the distributing corporation or the 
controlled corporation, or both.” Safety is thus pro- 
vided for corporations which have no accumulated 
earnings and profits, and corporations that have a 
legitimate and compelling business reason for the 
separation of a business. My conclusion is based upon 
the exact wording of subparagraph (B) of paragraph 
(1) and with due consideration for the parenthetical 
qualifications. 

The Code, in the parentheses in subparagraph (B), 
points out that the mere fact of sale or exchange of 
the distributed stock or securities after the distribution 
shall not be construed to mean that the transaction 
was used principally as such a device. The parentheses 
within the parentheses further points out that the sale 
or exchange must not be in pursuance of a prior nego- 
tiated agreement. 

[t is my opinion, that the law contemplates a tax- 
free distribution even if a prior arrangement for sale 
had been negotiated, provided the taxpayers could 
prove that such distribution was not made for the 
prohibited purpose. 

With respect to the meaning of Subparagraph (B) 
the proposed regulations provide as follows: “If, pur- 
suant to an arrangement negotiated or agreed upon 
prior to the distribution of stock or securities of the 
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IMPORTANT CHANGES AFFECTING 
DIVISIVE REORGANIZATIONS IN 
1954 CODE 
¢ Plan of reorganization is not required under the 
new law and as a consequence the corporations 

need not be parties to a reorganization. 


¢ Distributions of stock and securities of an exist- 
ing controlled corporation can now be made 
without the necessity of forming a third corpo- 
ration as a holding company. 

¢ The new law permits the distribution of pre- 
ferred stock. The old law, with respect to a 
spin-off, limited the distribution to common. 


¢ If preferred stuck is distributed it may be con- 
sidered as Section 306 stock. 


¢ Stock and securities of a controlled corporation 
may be distributed under the new law without 
regard to the proportionate interests of the 
distributee shareholders. 

eIf stock and securities are disproportionately 
distributed in a Section 355 transaction other 
tax consequences may result, e.g., gifts. 

¢ Stock and securities may be distributed without 
the surrender of stock. 

¢ If securities are distributed, it is required that 
securities be surrendered, in equal values, or if 
an excess amount is received over the amount 
which are surrendered, or if no securities are 
surrendered then the limitations with respect 
to tax-free status will apply. 

¢ The new law requires that for the distribution 
of stock or securities in an existing corporation, 
that the distributing corporation must have had 
control, in the corporation whose stock is dis- 
tributed, for at least five years. 


¢The new law requires that for a business or 
businesses to be separated, a corporation must 
have owned the business to be separated for at 
least five years, and that such business must 
qualify as an “active trade or business.” 

e There are certain limitations on the acquisition 
of control of a corporation, by another corpora- 
tion within the statutory five-year period. 

e For the effect on distributees, a distribution is 
required in a Section 355 transaction, but if for 
some reason no distribution is made then the 
transfer from one corporation to another may, 
under certain circumstances, qualify as a tax- 
free exchange as between the transferor and 
transferee corporations under Section 351. 


¢ Liquidation of a holding company may be 
accomplished under Section 355, if such com- 
pany had no assets other than stock or securities. 
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controlled corporation, part or all of the stock or 
securities of either corporation are sold or exchanged, 
such sale or exchange will be sufficient evidence that 
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the transaction was used principally as a device for the 
distribution of the earnings and profits of the distribut- 
ing corporation or of the controlled corporation, or 








WHAT THE NEW CODE SAYS ABOUT DISTRIBUTION OF STOCK AND 
SECURITIES OF A CONTROLLED CORPORATION 


SECTION 355(A) EFFECT ON 
DISTRIBUTEES 


“(1) General Rule.—If- 

(A) a corporation (referred to in 
this section as the “distributing cor- 
poration”) (i) distributes to a share- 
holder, with respect to its stock, or 
(ii) distributes to a security holder, 
in exchange for its securities, solely 
stock or securities of a corporation 
(referred to in this section as “con- 
trolled corporation”) which it con- 
trols immediately before the distribu- 
tion, 

(B) the transaction was not used 
principally as a device for the dis- 
tribution of the earnings and profits 
of the distributing corporation or the 
controlled corporation or both (but 
the mere fact that subsequent to the 
distribution stock or securities in one 
or more of such corporations are sold 
or exchanged by all or some of the 
distributees (other than pursuant to 
an arrangement negotiated or agreed 
upon prior to such distribution) shall 
not be construed to mean that the 
transaction was used principally as 
such a device), 

(C) the requirements of subsec- 
tion (b) (relating to active busi- 
nesses) are satisfied, and 

(D) as part of the distribution, 
the distributing corporation distrib- 
utes—(i) all of the stock and securi- 
ties in the controlled corporation held 
by it immediately before the distribu- 
tion, or (ii) an amount of stock in 
the controlled corporation constitut- 
ing control within the meaning of 
Section 368(c), and it is established 
to the satisfaction of the Secretary 
or his delegate that the retention by 
the distributing corporation of stock 
(or stock and securities) in the con- 
trolled corporation was not in pur- 
suance of a plan having as one of its 
principal’ purposes the avoidance of 
Federal income tax, 

then no gain or loss shall be rec- 
ognized to (and no amount. shall be 
includible in the income of) such 
shareholder or security holder on the 
receipt of such stock or securities. 


“(2) Non pro rata distributions, etc. 
—Paragraph (1) shall be applied 
without regard to the following: 

(A) whether or not the distribu- 
tion is pro rata with respect to all of 
the shareholders of the distributing 
corporation, 

(B) whether or not the share- 
holder surrenders stock in the dis- 
tributing corporation, and 

(C) whether or not the distribu- 
tion is in pursuance of a plan of re- 
organization (within the meaning of 
Section 368(a)(1)(D)). 


“(3) Limitation.—Paragraph (1) shall 
not apply if— 

(A) the principal amount of the 
securities in the controlled corpora- 
tion which are received exceeds the 
principal amount of the securities 
which are surrendered in connection 
with such distribution, or 

(B) securities in the controlled 
corporation are received and no se- 
curities are surrendered in connec- 
tion with such distribution. 

For purposes of this section (other 
than paragraph (1)(D) of this sub- 
section) and so much of Section 356 
as relates to this section, stock of a 
controlled corporation acquired by 
the distributing corporation by rea- 
son of any transaction which occurs 
within 5 years of the distribution of 
such stock and in which gain or loss 
was recognized in whole or in part, 
shall not be treated as stock of such 
corporation, but as other property. 


“(4) Cross reference.—For treatment 
of the distribution if any property is 
received which is not permitted to 
be received under this subsection 
(including an excess principal 
avount of securities received over 
securities surrendered), see Section 
356. 


SECTION 355(B) REQUIRE- 
MENTS AS TO ACTIVE 
BUSINESS.— 


“(1) In General.—Subsection (a) 
shall apply only if either— 


(A) the distributing corporation, 
and the controlled corporation (or if 
stock of more than one controlled 
corporation is distributed, each of 
such corporations), is engaged im- 
mediately after the distribution in 
the active conduct of a trade or busi- 
ness, or 

(B) immediately before the dis- 
tribution, the distributing corporation 
had no assets other than stock or 
securities in the controlled corpora- 
tion and each of the controlled cor- 
porations is engaged immediately 
after the distribution in the active 
conduct of a trade or business. 


“(2) Definition.—For purposes of 
paragraph (1), a corporation shall 
be treated as engaged in the active 
conduct of a trade or business if and 
only if— 

(A) it is engaged in the active 
conduct of a trade or business, or 
substantially all of its assets consist 
of stock and securities of a corpora- 
tion controlled by it (immediately 
after the distribution) which is so 
engaged, 

(B) such trade or business has 
been actively conducted throughout 
the 5-year period ending on the date 
of the distribution, 

(C) such trade or business was 
not acquired within the period de- 
scribed in Subparagraph (B) in a 
transaction in which gain or loss was 
recognized in whole or in part, and 

(D) control of a corporation which 
(at the time of acquisition of con- 
trol) was conducting such trade or 
business—(i) was acquired directly 
(or through one or more corpora- 
tions) by another corporation within 
the period described in Subpara- 
graph (B), or (ii) was so acquired 
by another corporation within such 
period, but such control was so ac- 
quired only by reason of transactions 
in which gain or loss was not recog- 
nized in whole or in part, or only by 
reason of such transactions combined 
with acquisitions before the begin- 
ning of such period.” 
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both.” The use of the words “will be sufficient evi- 
dence,” in my opinion, is too broad in scope. It is sug- 
gested that a more realistic approach would be to make 
a determination under all the circumstances and in 
view of all of the facts, as to whether or not such 
distribution had been made for the prohibited purpose, 
and allow each taxpayer an opportunity to present his 
case on the basis of merit. : 

The proposed Regulations further provide: “The 
determination of whether a sale is pursuant to an 
arrangement negotiated prior to the distribution, shall 
be made without regard to whether or not enforceable 
rights to buy or sell existed at the time of the distribu- 
tion. In any case in which a proposed sale or exchange 
was discussed by the buyer and seller before such dis- 
tribution, the question whether an arrangement was 
negotiated within the meaning of Section 355(a) (1) 
(B) will be determined in the light of all the facts and 
circumstances.” It is obvious that the Internal Revenue 
Service expects some difficulty in determining whether 
or not there existed a prior agreement. 

If there was a prior agreement with respect to the 
sale or exchange of the distributed stock or securities, 
whether in writing or not, and there were enforceable 
rights against the parties to such agreement, the regu- 
lations would consider this “sufficient evidence;” but, 
on the other hand, if such an arrangement was not in 
the form of a readily determinable enforceable right, 
then the Internal Revenue Service must make a deter- 
mination as to whether or not such arrangement was 
“prior within the meaning of Section 355. 

For the distributee to be absolutely sure that a sale 
will not cause the distribution to be considered as a 
dividend and taxed as ordinary income, it is best that 
no arrangements of any kind whatsoever be made 
with a prospective purchaser or transferee, prior to 
distribution. It appears from an analysis of the Regu- 
lations that it would be unsafe to discuss a transaction 
of this nature with anyone, and more particularly with 
anyone who may, at some future time, be interested 
in acquiring the stock to be distributed. 

If there was a prior agreement, whether in writing 
or not, and there existed at the time of distribution 
enforceable rights against the parties to the agreement, 
and such sale or exchange was made for the sole pur- 
pose of obtaining cash or other valuable property, then, 
in my opinion, there would be “sufficient evidence” 
that the transaction was used principally as a device 
for the distribution of earnings and profits, if, of course, 
the corporations had accumulated earnings and profits. 

But, on the other hand, if the sale or exchange was 
made as a result of a prior agreement, whether en- 
forceable or not, and the transaction was for the pur- 
pose of preserving a business or businesses, then, in 
my opinion, there would not be “sufficient evidence,” 
for example: 

For many years a loyal and efficient employee has 
managed a business for his employers. The employers 
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NEW DEFINITIONS 


Distributing corporation: The term “distributing 
corporation” means; (1) the corporation holding 
the stock or securities, or both, in an existing 
corporation which it controls, and (2) the corpo- 
ration holding stock or securities, or both, in a 
new corporation or new corporations which it has 
received in exchange for assets transferred to 
the controlled corporation or corporations. 


Controlled corporations: The term “controlled 
corporation” means; (1) the corporation whose 
stock is held, in an amount constituting control, 
by the distributing corporation, and (2) the 
corporation or corporations, newly organized, to 
which assets have been transferred, by the dis- 
tributing corporation, in exchange for the stock 
and securities of the corporation or corporations 
to which such assets are transferred. 


Control: The term “control” as defined in Section 
368(c), means “the ownership of stock possessing 
at least 80 percent of the total combined voting 
power of all classes of stock entitled to vote and 
at least 80 percent of the total number of shares 
of all other classes of stock of the corporation.” 











highly value the services of this manager and wish to 
allow him to acquire a proprietary interest in the busi- 
ness which he operates. For this purpose, the share- 
holders of corporation A approve a plan to “spin-off” 
the assets of the store operated by this employee, and 
to take in exchange for such assets the common stock 
of the newly organized corporation. The manager un- 
der an agreement with the shareholders of corpora- 
tion A is to purchase prorata from the individual 
shareholders 25% of the stock of the new corporation 
B. 

Under the existing proposed regulations the subse- 
quent sale of the 25% interest to the manager of the 
store would constitute “sufficient evidence” that the 
transaction was used principally as a device for the 
distribution of earnings and profits of corporation A. 

Under the circumstances and the facts as set forth in 
the above example, the distribution was not made or 
used principally as a device for the distribution of 
earnings and profits of corporation A, but, as a matter 
of fact, was a transaction made specifically for the 
purpose of separating one active business from another 
in order that the manager might acquire a proprietary 
interest in part of the business. This transaction was 
“required by business exigencies.” 


Business purpose 


The proposed Regulations require that a business 
purpose be present. They provide “The distribution by 
a corporation of stock or securities of a controlled 
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corporation to its shareholders will be deemed 
a transaction used principally as a device for the dis- 
tribution of earnings and profits where carried out 
for purposes not germane to the business of the corpo- 
rations. The principal purpose of the requirement 
that the transaction not be used principally as a device 
for the distribution of earnings and profits is to limit 
the application of Section 355 to certain specified dis- 
tributions or exchanges with respect to the stock or 
securities of controlled corporations incident to such 
readjustment of corporate structures as is required by 
business exigencies and which, in general, effect only 
a readjustment of continuing interests in property un- 
der modified corporate forms. All of the requisites of 
business and corporate purposes described under Sec- 
tion 1.368 must be met to exempt a transaction from 
the recognition of gain or loss under this section.” 

The proposed Section 1.368 is divided into three 
subsections: (1) purpose and scope of exception of 
reorganizations exchanges, (a) reorganizations, (b) 
purpose, (c) scope; (2) definition of terms, and (3) 
records to be kept. 

Requisites to a reorganization under the Code are 
a continuity of the business enterprise under the modi- 
fied corporate form, and (except as provided in Sec- 
tion 368(a)(1)(D)) a continuity of interest therein 
on the part of those persons who, directly or indi- 
rectly, were the owners of the enterprise prior to the 
reorganization. 


Requirements as to active business 

If no gain or loss is to be recognized, it is necessary 
(355(a)(1)(C)) and (355(b)(1)&(2)) that both the 
distributing corporation and the controlled corporation 
be actively engaged in the conduct of a trade or busi- 
ness immediately after such distribution. There is one 
exception to this general rule: if a corporation owns 
stock in an existing controlled corporation, and the 
corporation owning such stock had no other assets 
immediately before the distribution, such a distribu- 
tion, nevertheless, would qualify under Section 355. 

Under the 1939 Code, Section 112(b)(3) and 
112(g¢)(1)(D), relating to split-ups and split-offs, did 
not require that the corporations, parties to the re- 
organization, be engaged in the active conduct of a 
trade or business. But, there was such a requirement 
with respect to a spin-off under Section 112(b) (11) 
of the 1939 Code. 


What is an active business under the new Code 


The 1954 Code does not give a definition of the 
phrase “active conduct of a trade or business.” But, in 
my opinion, it means any existing activity or group of 
activities operated by a corporation which produces 
income and incurs the liability for expenses and which 
is taxed on its net earnings or profits. Separate oper- 
ating units which maintain separate accounting rec- 
ords to reflect the separate earnings and profits each 


conduct a business. So do separate units, though they 
may not maintain separate records to reflect separate 
earnings or profits. 

According to the proposed Regulations, “Section 
355 is not applicable unless both the controlled corpo- 
ration and the distributing corporation are engaged 
in the active conduct of a trade or business. For 
specific rules in this connection see Section 355(b) (1) 
and (2). Without regard to such rules, a trade or 
business consists of a specific existing group of ac- 
tivities being carried on by a corporation or individual 
for the purpose of earning income or profit from only 
those specific activities. Such group of activities or- 
dinarily must include collection of income and the 
payment of expenses.” 

The activities which, according to the proposed 
Regulations, are not to be considered as business, in- 
clude; 

“1. The holding for investment purposes only of 
stock, securities, land or other property, including 
casual sales thereof (whether or not the proceeds of 
such sales are reinvested ), 

2. The ownership and operation of land or build- 
ings, all, or substantially all, of which are used and 
occupied by the owner in the operation of a trade or 
business, or 

3. A group of activities which, while a part of a 
business operated for profit, are not themselves pro- 
ducing income even though such activities would 
produce income with the addition of other activities 
or with large increases in activities previously inci- 
dental or insubstantial.” 

For purposes of illustration the proposed regula- 
tions give nine examples of the qualifying and non- 
qualifying types of business activities. One (No. 3) 
treats qualification of rental properties as a business 
activity. Under the proposed regulations, a separation 
of rental property is permitted, because property pro- 
duces income and incurs expenses. It should be noted 
that the fact that a part of the building is occupied 
by the corporate owner does not disqualify the divisive 
reorganization. 

In example (3) it is stated that the occupancy of 4 
out of 11 floors by a banking business (the distribut- 
ing corporation) is not considered as “substantially 
all.” What would the result have been had the banking 
business occupied 7 out of the 11 floors? What is the 
basis for and the meaning of “substantially all?” What 
would the result be and how would “substantially all” 
be determined if a manufacturing plant transferred a 
one-floor building to a new corporation, and occupied 
50% of the floor space as a storage warehouse, renting 
the other 50% to tenants? It is suggested that each 
case must rest on its merits, and that there may be 
as many different measures as there are transfers. But, 
in each case there should be an exercise of good busi- 
ness judgment based on reasonable standards. 

Land and buildings can be transferred to a new 
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corporation in a divisive reorganization, if such land 


and buildings are essential to the operation of the’ 


business transferred. For example, Corporation A owns 
and operates several stores. It is desired to transfer 
the business of one store to a new corporation, the 
land and building occupied by that store are essential 
to the operation of the business, under these circum- 
stances the land and buildings may be transferred 
along with other assets of the business, and proposed 
Regulation 1.355-1(c) (2) would not apply. 

Land and buildings used by the corporation in its 
operations could not be transferred to a new corpora- 
tion under Section 355 if the transferee corporation 
merely held title to the transferred property, if sub- 
sequent to the transfer such property was used by the 
transferor in its trade or business. This limitation is to 
prevent an exchange and leaseback. 

Example No. 5 makes it clear that wholesale and 
retail activities constitute trade or business and may 
be separated. It is, in my opinion, also clear that the 
lumber business could be separated from the building 
supplies business. Under these circumstances in- 
stead of one new corporation taking over the retail 
business as separated from the wholesale business, 
three new corporations could be organized; (1) to 
take over the retail lumber business, (2) to take over 
the wholesale lumber business, and (3) to take over 
the retail or wholesale building supplies business. 

Many other separations of businesses suggest them- 
selves as possible under Section 355 of the 1954 Code, 
for example; 

1. The fertilizer industry might divide its business 
activities with respect to the production of sulphuric 
acid, super-phosphate, dry mixed fertilizers, etc. 

2. The furniture industry might divide its business 
activities with respect to its timber and logging oper- 
ation, sawmill, lumber finishing plant, parts and di- 
mensional production, finished furniture, etc. 

3. The lumber industry might divide its business 
activities with respect to its timber and logging opera- 
tions, sawmill, planing mill, etc. 

4. The plywood and veneer industry might divide 
its activities with respect to its timber and logging 
operations, lumber and lumber cores, veneers, ply- 
wood, glue, and by-products such as doors, ete. 

5. In either or all of the 4 examples above the cor- 
porations could separate from other business activities 
any rental properties owned. 

In either or all of the five examples, however, it is 
necessary that the active business, to be separated, 
qualify with respect to the collection of income and the 
payment of expenses, and further that in each case 
the business, to be separated, had been owned and in 
active operation for not less than five years before 
the date of the transfer. 


Assets that are permitted to be transferred 


If a single existing corporation owns assets con- 
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sisting only of stock and securities of a controlled 
corporation or corporations, then the corporation may 
transfer such assets (distribute the stock and securi- 
ties) to its shareholders even though the corporation 
distributing such assets is not actively engaged in the 
conduct of a trade or business. However, it is neces- 
sary that the corporations whose stock is distributed 
be so engaged immediately after such distribution 
(355(b)(1)(B)). 

In a split-up, split-off, or spin-off where assets 
(excluding stock and securities) are transferred to 
another corporation, it is essential that the assets 
which are transferred be directly related to the identi- 
fiable business or businesses which are transferred. 
The assets transferred to the new corporation and the 
assets retained by the corporation transferring such 
assets must both meet the requirement of being used 
in “active business.” But there is a question as to 
whether or not the retained business must meet the 
5-year rule. 


Cash may be transferred 


In a divisive reorganization it is permissable to 
transfer cash along with other assets, which include 
receivables, inventories, investments, real property, 
personal property, etc. If the business assets that are 
transferred can be accurately identified by records as 
a separate operating unit, then, in my opinion, the cash 
shown by such records may be transferred without re- 
gard to amount. However, if the assets of the corpora- 
tion have been used in common with other assets not 
to be transferred, or if additional cash funds are re- 
quired, it is suggested that a cash budget of the pro- 
jected requirement be prepared in support of the 
amount transferred. 


Five-year rule: active business 


To meet the requirements of subparagraph (C) of 
paragraph (1), relating to active businesses it is 
necessary that subsection (b) (1) and (2) be con- 
sidered. In the definitions, paragraph (2)(B), it is 
required that the trade or business has been actively 
conducted throughout the 5-year period ending on 
the date of distribution of stock or of stock and securi- 
ties. Subparagraph (c) of paragraph (2) denies the 
benefits of Section 355, if the trade or business had 
been acquired within the five-year period ending on 
the date of distribution of stock or of stock and securi- 
ties, and if, gain or loss was recognized in whole or in 
part upon that acquisition. 

The Senate Finance Committee Report states, “Sub- 
paragraph (B) provides that for purposes of sub- 
section (b)(1) a corporation shall be treated as 
engaged in the active conduct of a trade or business 
only if such trade or business has been actively con- 
ducted throughout the 5-year period ending on the 
date of the distribution.” 

The Conference Committee Report, says: “A new 
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subparagraph (D) has been added to Section 
355(b)(2) in order to insure the effectiveness of the 
requirement of that section that the active business 
of the corporation the stock of which is to be dis- 
tributed must, in general, have been conducted by, or 
held in a corporation controlled by, the distributing 
corporation for a period of 5 years.” 

In the statute, the Congressional reports, and the 
the date of the distribution is stressed, 
and under no circumstances could there be a distri- 
bution of stock other than of the controlled corpora- 
tion or corporations. It is further specifically pointed 
up in the conference Committee Report, that the 
“Active business of the corporation the stock of which 
is to be distributed must, in general, have been con- 
ducted by, or held in a corporation controlled by, the 
distributing corporation for a period of five years.” 


Regulations, 


Five-year rule may not be applicable to assets retained 


Subsection (b)(2) provides:“A corporation shall be 
treated as engaged in the active conduct of a trade or 
business if and only if “(D) control of a corporation 
which (at the time of acquisition of control) was 
conducting such trade or business— 

(i) was acquired directly (or through one or more 
corporations) by another within the 
period described in subparagraph (B), or 

(ii) was so acquired by another corporation within 
such period, but such control was so acquired only by 


corporation 


reason of transactions in which gain or loss was not 
recognized in whole or in part, or only by reason of 
such transactions combined with acquisitions before 
the beginning of such period.” 

Although subparagraph (D) refers to acquiring of 
control of one corporation by another, the acquisition 
of such control is directly related to the “active busi- 
the Code. Under 
stances, it may be possible that Congress intended to 


ness” provisions of these circum- 
limit the application of the five-year rule to the split-up, 
split-off, and spin-off assets which are transferred to a 
new corporation or corporations, and that the five-year 
rule is not to be applied, in any case, to the assets 
which are owned and retained by the old corpora- 
tion. The Conference Committee Report states the 
purpose of subparagraph (D 
the effectiveness of the five-year requirement, and in 
the report limits its explanation to the “active business 
of the corporation the stock of which is to be dis- 
tributed,” which, it states, “must have been conducted 
PES the distributing corporation for a period of 
five years.” This phrase refers to the business con- 
ducted by the controlled corporation but the riggs 
tion is that it applies similarly to the assets of a 

business conducted by the distributing alain, 
This conclusion is reached, because the explanation 
also says: “or held in a corporation controlled by the 
distributing corporation.” The words “or held in” refer 
exclusively to the stock, similarly the words “conducted 


), as being insurance of 


by” refer, of course, exclusively to the active business. 


Regulations will apply five-year rule to assets retained 


The proposed Regulations, 1.355-1(a), says: “Sec- 
tion 355 provides for the separation . of two or 


more existing businesses formerly operated by a 
single corporation. It applies only to the separation of 
existing businesses which have been in active opera- 
tion for at least five years, and which have been 
owned for at least five years by the corporation mak- 
ing the distribution of stock or of stock and securities.” 

Even though there is only one business or legal 
entity, it is clear that there must be, within the corpo- 
rate or legal entity, two or more businesses which 
can be separated. Analysis of the above phrasing of 
the regulations clearly requires that each of the two 
or more existing businesses must have been in active 
operation for at least five years. Therefore, according 
to the regulations, the five-year rule would be appli- 
cable to both the assets which are split-off or spun-off 
in the transfer to a new corporation and also to the 
assets which are not transferred. 

The interpretation of the five-year requirement as 
described above is further supported, in a lefthanded 
manner, by example (9) relating to “active business,” 
which provides: “Corporation J manufactures and 
sells in State X. It purchases land and constructs a 
new plant in State X. After manufacturing and sell- 
ing operations have commenced at the new plant, it 
proposes to transfer it to 2 new corporation and dis- 
tribute the stock to its shareholders. The activities 
at the new plant constitute a trade or business which, 
however, has been in existence only since such activi- 
ties began.” 

The inference, in example (9), is that the operations 
of the new plant, though qualifying under the law 
as a “trade or business” may not meet the five-year 
test. In my opinion, the example was intended to 
convey such impression, since in very rare cases does 
it require longer than five years to construct and start 
operations at a new plant. 

Before accepting the interpretation with respect to 
the application of the five-year rule to assets retained 
by a transferor corporation in a 355 transaction, the 
possibilities brought out by the Conference Committee 
Report, above referred to, should be carefully ex- 
amined. And, in this connection, consideration should 
be given to the rules and requirements with regard to 
distribution of the stock of an existing controlled 
corporation. In this case the distributing corporation 
must have owned such stock for at least five years 
prior to such distribution. But, if the distributing 
corporation did not own such control for the full five 
years, it may acquire during the five-year period suffi- 
cient stock to constitute control, and then make the 
distribution after such control is acquired. At the date 
of distribution of the stock and securities, some of the 
stock which is distributed will not have been held 
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for more than five years. Tax-free treatment is allowed . 
with respect to the stock which had been held for five 
years and is denied with respect to the stock which 
was acquired during the five-year period immediately 
preceding the distribution. 

Assets used in common 

With respect to the separation of assets used in 
common, Thomas S. Sly (1 JTAX, Sept. 54, p-. 12) 
poses this question: “The question at once arises 
whether such assets must have been those of a dis- 
tinct and separate business, or whether it is permissa- 
ble that they were used in common with other assets 
not transferred to the controlled corporation.” 

In example (5), relating to active business, Corpora- 
tion E is engaged in selling lumber and building sup- 
plies on a wholesale and retail basis. It proposes to 
transfer the retail business to a new corporation and 
distribute the stock to its shareholders. The wholesale 
and retail activities each constitute a trade or busi- 
ness. In many instances within my experience, single 
corporations operating businesses of this character 
do not make a distinction between them. There may 
be a separation of sales and purchases into lumber 
and building supplies, and in some cases a breakdown 
into wholesale and retail sales, but beyond this point 
the records and assets of the business are for all prac- 
tical purposes inseparable. The sales both wholesale 
and retail are made from a common inventory. The 
balance sheet of the corporation does not distinguish 
between assets used for wholesale or retail business. 

Assets that are used in common, as described above, 
in my opinion, can be transferred in a split-off or a 
spin-off transaction under the rules of Section 355. It 
is well established that such an operation, as a whole, 
constitutes a trade or business, therefore the successive 
steps would be (1) to determine whether there ex- 
isted two or more qualifying businesses within the 
corporate structure, and (2) to determine if the two 
or more businesses could meet the five-year test. 
Distribution of stock and securities 

To qualify a divisive transaction under the rules of 
Section 355, there must be a distribution of stock or 
of stock and securities of a controlled corporation 
(Section 355(a)(1)(D)). 

Distribution of stock—All of the stock may be dis- 
tributed (under clause (i)), but it is required that 
at least an amount of stock constituting control within 
the meaning of Section 368(c) be distributed (under 
clause (ii) ). Therefore, the distributing corporation 
must distribute not less than 80% of the common or 
voting stock of the controlled corporation. The dis- 
tributing corporation could retain not more than 20% 
of such common or voting stock of the controlled cor- 
poration. 

Preferred stock—Under the 1954 Code preferred 
stock may be distributed as stock. Section 112(b) (11) 


of the 1939 Code, relating to a spin-off transaction, 
expressly excluded preferred stock from the permis- 
sable distribution to shareholders of the distributing 
corporation. There are certain limitations imposed in 
the 1954 Code with respect to the distribution of pre- 
ferred stock to shareholders, see Section 355(a) (3). 
Under certain circumstances, the preferred stock re- 
ceived by a distributee may be treated as Section 306 
stock, which relates to preferred stock issued as a stock 
dividend. For the rules, see Section 306(a) through 
(h), and specifically 306(c)(1)(B). The proposed 
Regulations 1.355-3(b) provide: “The stock of the 
controlled corporation which is distributed may con- 
sist of either common or preferred stock. See, however, 
Section 306 with respect to receipt of preferred stock 
in a transaction to which Section 355 is applicable.” 


Distribution of securities 


Securities may be distributed, in a transaction de- 
scribed as a split-up, split-off, or spin-off, under the 
general rule of Section 355(a)(1)(D), provided: the 
principal amount of the securities of the controlled 
corporation or corporations is not in excess of the 
principal amount of the securities which are sur- 
rendered in the distributing corporation, and further, 
that securities received by the distributees must be in 
exchange for securities surrendered in accordance 
with 355(a)(1)(A) clause (ii), which provides: 
“distributes to a security holder, in exchange for its 
securities, . . .” The limitations with respect to the 
distribution of securities are provided in Section 
355(a)(3) as follows: “Paragraph (1) shall not apply 
if— 

(A) the principal amount of the securities in the 
controlled corporation which are received exceeds the 
principal amount of the securities which are sur- 
rendered in connection with such distribution, or 

(B) securities in the controlled corporation are re- 
ceived and no securities are surrendered in connection 
with such distribution.” 

The proposed regulations, Section 1.355-2(e) pro- 
vide rules as follows: “(1) Section 355(a)(1) is not 
applicable if the principal amount of securities re- 
ceived exceeds the principal amount of securities 
surrendered. In such case and in a case in which 
securities are received and no securities are sur- 
rendered, see Section 356. (2) If only stock is received 
in a transaction to which Section 355 is applicable, 
the principal amount of securities surrendered, if any, 
and the par or stated value of stock are not relevant to 
the application of such section. For example: All of 
the stock of corporation A is owned by X, an indi- 
vidual, and securities in the principal amount of 
$100,000 which are issued by corporation A are owned 
by Y, an individual. Corporation A distributes all of 
the stock of a controlled corporation to Y in exchange 
for his securities. The par or stated value of the stock 
of the controlled corporation is $150,000. No gain or 
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loss is recognized to Y upon the receipt of the stock of 
the controlled corporation.” 


Tax avoidance rule in distributions 


If the distributing corporation does not distribute 
all of the stock and securities of the controlled cor- 
poration, to its shareholders, but has met the require- 
ment regarding “control,” it has another problem. The 
distributing corporation which has retained any part 
of the stock of a controlled corporation distributed in a 
Section 355 transaction must satisfy the Secretary or 
his delegate that no tax avoidance was intended. 

The proposed Regulations, Section 1.355-2(d), pro- 
vide: “The distributing corporation must distribute— 
(1) All of the stock and securities of the controlled 
corporation which it owns, or (2) At least an amount 
of the stock which constitutes control within the mean- 
ing of Section 368(c). In such case all, or any part, of 
the securities of the controlled corporation may be 
distributed. 

“Ordinarily, the business reasons (as distinguished 
from the desire to make a distribution of earnings 
and profits) which support a distribution of stock and 
securities of a controlled corporation will require the 
distribution of all of the stock and securities under 
(1) above. Where a part of either stock or securities 
is retained, as under (2) above, it must be established 
to the satisfaction of the Commissioner that such 
retention was not in pursuance of a plan, having as 
one of its principal purposes, the avoidance of Federal 
income tax.” 

Where a distribution of stock or of stock and 
securities is made to shareholders for good business 
reasons the tax avoidance rule would not apply. How- 
ever, it is suggested that, for this purpose, a well de- 
fined and documented plan of procedures be prepared 
and that the business purpose referred to in Regula- 
tions Section 1.355-2(c) be given careful consideration. 


Property not permitted to be received: boot 
355(a)(4)—Cross Reference—provides: 
For the treatment of the distribution if any property 
is received which is not permitted to be received 
under this subsection (including an excess amount of 
securities received over securities surrendered), see 
Section 356.” 

The Senate Finance Committee Report, makes com- 
parisons with the 1939 Code and provides explana- 
tions with respect to the receipt, by distributees, of 
additional consideration, and says: “Section 356 cor- 
responds to Section 112(c) and (e) of the 1939 Code 
and retains to a large extent the language of such 
sections. The treatment of securities is clarified by the 
adoption of a principle analogous to that found in 
Commissioner v. Neustadt’s Trust (131 F. 2d 528 
(CCA 2, 1942). . . . Subsection (b) relates to the 
treatment of ‘boot’ in a distribution (without an ex- 
change) to which Section 355 would apply except for 


Section 


the receipt of other property or ‘boot.’ In such case 
the amount of money and the fair market value of 
such other property shall be treated as a distribution 
of property to which Section 301 applies.” 

In the proposed Regulations Section 1.356-1(c) an 
example shows how the “boot” will be treated and 
apportioned as ordinary income and as gain from the 
exchange of property. The provisions of Section 112(c) 
of the 1939 Code have been retained in the new Code, 
and such rules are specifically applicable to Section 
355 transactions. 

Section 301, referred to above, provides the rules for 
taxing a distribution of property made by a corpora- 
tion to a shareholder with respect to its stock. Protests 
have been filed with the Treasury Department with 
respect to the treatment of “dividends,” under the 
proposed Regulations Section 1.316-(a), relating. to 
taxing the fair market value of property without re- 
gard to whether or not the corporation had accumu- 
lated earnings and profits in excess of the value of the 
property distributed. 


Pro rata distributions are not required 


Section 355(a)(2)(A) provides for non-pro-rata 
distribution of the stock and securities of the con- 
trolled corporation to shareholders and_ security 
holders of the distributing corporation. The Senate 
Finance Committee Report says: “Subparagraph (A) 
of paragraph (2) applies whether the distribution is 
pro rata with respect to all of the shareholders of the 
distributing corporation. An example of this type of 
distribution would be a divisive split-up, through the 
distribution of stock of two new controlled corpora- 
tions to which all the assets of the original corpora- 
tion had been transferred, made pursuant to an anti- 
trust decree. Similarly, if two individuals A and B, 
jointly form a corporation and later wish to operate 
independently through separate corporations, this may 
be accomplished under Section 355, provided all of 
the other requirements of this section are satisfied.” 
The proposed regulations, Section 1.355-3(a) pro- 
vides: “The rule of Section 355(a)(1) prescribing 
that gain or loss will not be recognized applies 
whether or not the distribution is pro rata with respect 
to the interests of all the shareholders in the distribut- 
ing corporation . . . (see example). The same rule will 
be applicable if the stock of an existing controlled 
corporation is distributed to the shareholders even 
though such distribution is not pursuant to a plan of 
reorganization.” 


Surrender of stock not required of shareholders 


Section 355(a)(2)(B) provides for the distribution 
of stock of the controlled corporation without the 
surrender of stock in the distributing corporation. The 
Senate Finance Committee Report says: “Subpara- 
graph (B) of paragraph (2) provides that paragraph 
(1) shall apply whether or not the shareholder sur- 
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renders stock in the distributing corporation. This 
corresponds in function to Section 112(b)(11) of the 
1939 Code. However, the rule of existing law is 
changed to permit the distribution of both common 
and preferred stock without the surrender of stock in 
the distributing corporation. The application of Sec- 
tion 306 to the receipt of such preferred stock is neces- 
sary in order to determine whether such stock would 
be designated as ‘Section 306 stock.’” 


Plan of reorganization not required 


Under the new Code a plan of reorganization is not 
required for the distribution of stock or securities of 
an existing controlled corporation or corporations. 
Similarly, the Code does not require a plan of reorgan- 
ization for the distribution of stock of a controlled cor- 
poration where such stock is received in an exchange 
for assets of the distributing corporation. The distribu- 
tion may be made of common stock, preferred stock, 
and securities under the rules of Section 355, (a) (2) 
(C) “whether or not the distribution is in pursuance of 
a plan of reorganization (within the meaning of sec- 
tion 368(a)(1)(D)).” 

The Senate Finance Committee Report says: Your 
committee has, in addition, accepted certain changes 
made in the House bill with respect to Sections 112(b) 
(3), 112(b)(11), and 112(g)(1)(D). Thus, the 
House bill and your committee abolish the require- 
ment of a reorganization in connection with the dis- 
tribution of stock of a controlled corporation, thereby 
eliminating the necessity of creating a holding com- 
pany in order to distribute such stock without the rec- 
ognition of gain or loss.” 

Section 112(b)(3) and Section 112(b)(11) of the 
1939 Code required that a distribution of stock of a 
controlled corporation or corporations to shareholders 
of the distributing corporation must be made in pur- 
suance of a plan of reorganization, within the meaning 
of 1939 Code Section 112(g)(1). It was also required 
that both the distributing corporation and the con- 
trolled corporation or corporations be parties to the re- 
organization. 


Basis to distributees 


The stock distributed to the shareholders of the dis- 
tributing corporation, if all of the requirements of Sec- 
tion 355 have been satisfied, and the transaction was 
of the type that no gain or loss was recognized, will 
have the same basis as the property exchanged for such 
stock. The rules for “basis to distributees” are found in 
Section 358, and provides as follows: 

“(a) General Rule.—In the case of an exchange to 
which Section 355 applies— 

The basis of the property permitted to be re- 
ceived under such section without recogni- 
tion of gain or loss shall be the same as that 
of the property exchanged 

(A) decreased by— 
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(i) the fair market value of any property 
(except money) received by the tax- 
payer, and 

(ii) the amount of any money received by 
the taxpayer, and 

(B) increased by— 

(i) the amount which was treated as a 
dividend, and 

(ii) the amount of gain to the taxpayer 
which was recognized on such ex- 
change (not including any portion of 
such gain which was treated as a 


dividend ). 


Allocation of basis 


Subsection (b) of Section 358 provides a special rule 
with respect to allocation of basis, which is expressly 
applicable to Section 355, and provides: 

“(2) In the case of an exchange to which section 355 
(or so much of section 356 as relates to section 355) 
applies, then in making the allocation under paragraph 
(1) of this subsection, there shall be taken into ac- 
count not only the property so permitted to be received 
without the recognition of gain or loss, but also the 
stock or securities (if any) of the distributing corpora- 
tion which are retained, and the allocation of basis 
shall be made among all such properties.” 

The proposed regulations in Section 1.358-2(a) (2) 
provide as follows: “If as a result of an exchange or dis- 
tribution under the terms of Section 355 a shareholder 
who owned only one class of stock before the transac- 
tion owns two or more classes of stock after the trans- 
action, then the basis of all the stock held before the 
transaction (as adjusted under Section 1.358-1) shall 
be allocated among all the classes of stock (whether or 
not received in the transaction) held imme diately after 
the transaction in proportion to their respective fair 
market values at that time.” 

This means, if you have paid X dollars for the stock 
you owned before receiving stock in a distribution the 

X dollars must be allocated over the new stock and 
securities, along with any old stock and securities re- 
tained, in accordance with the fair market value at the 
time of distribution. 


Special basis rule with respect to exchanges 


If a shareholder in a distributing corporation has not 
surrendered in the Section 355 transaction all of the 
stock and securities owned in the distributing corpora- 
tion, it is necessary that the basis of the original stock 
owned in such distributing corporation be spread over 
the stock in both the distributing corporation and the 
controlled corporation. Section 358(c ) provides: 

“For purposes of this section, a distribution to which 
Section 355 (or so much of Section 356 as relates to 
Section 355) applies shall be treated as an exchange, 
and for such purposes the stock and securities of the 
distributing corporation which are retained shall be 
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treated as surrendered, and received back, in the ex- 
change.” 

The Senate Finance Committee Report, says: “Sec- 
tion 358(c) provides that when stock is received in a 
tax-free distribution of stock of a controlled corpora- 
tion, the basis of the old and the new stock shall be 
determined in a manner similar to that applicable to 
an exchange.” 


Effective date 


The effective date for transactions falling within the 
meaning of Section 355 (part 111 of subchapter C), is 
June 22, 1954. Special rules are provided in Section 
393(b) with respect to this statutory type of reorgan- 
ization. (1) In general: . . 

“For purposes of this paragraph and paragraphs (2) 
and (3), a plan to make a transfer to a controlled cor- 
poration described in Section 351, or a plan to make 
an exchange or distribution which is described in Sec- 
tion 355 (or so much of Section 356 as relates to Sec- 
tion 355) shall be treated as a plan of reorganization.” 

Paragraph (2), referred to above, relates to the elec- 
tion to have the 1939 Code apply to this type of distri- 
bution or reorganization and paragraph (3) relates to 
the election to have the 1954 Code apply. 


Corporate reorganizations 

The prior references to Code Section 368(a)(1)(D) 
are made because of the close relation of this section to 
the provisions of Section 355. However, the section falls 
within the rules, relating to “effects on corporations,” of 
subpart C and is a part of the “Definitions relating to 
Corporate Reorganizations,” which provides: “The 
term ‘reorganization’ means— 

(D) a transfer by a corporation of all or a part of its 
assets to another corporation if immediately after the 
transfer the transferor, or one or more of its share- 
holders (including persons who were shareholders im- 
mediately before the transfer), or any combination 
thereof, is in control of the corporation to which the as- 
sets are transferred; but only if, in pursuance of the 
plan, stock or securities of the corporation to which 
the assets are transferred are distributed in a transac- 
tion which qualifies under Section 354, 355 or 356;” 

This section is used in connection with the separa- 
tion of corporate business or businesses as such are de- 
fined under Section 355. However, even though the 
section is used in a Section 355 transaction relating toa 
split-up, split-off, or a spin-off, a plan of reorganization 
is not required with respect to the distribution to 
shareholders and security holders. 


Transfer of assets includes liabilities 


The phrase used in Section 368(a)(1)(D) “a trans- 
fer by a corporation of all or a part of its assets” per- 
mits the transfer by a corporation of liabilities which 
are directly attributable to and identified with such as- 
sets. The difference between the total valué of the as- 


sets and the liabilities transferred represents the share- 
holders’ equities in the transferred assets and is the 
basis upon which the transferee or controlled corpora- 
tion issues its stock or securities, which are distributed 
to the shareholders of the transferor corporation (see, 
2 JTAX 70). 

If the transfer of assets is made under Section 368 
(a)(1)(D) it is intended that there be a distribution 
of stock of the transferee corporation under the rules 
of Section 355. However, where there is no such dis- 
tribution, the transaction may, nevertheless, result in 
nonrecognition of gain or loss to the transferor corpo- 
ration under the rules of Section 351 (Senate Finance 
Committee Report, page 274). Further, the Report 
says: “It is provided that if a transaction meets the de- 
scription, both of an acquisition of assets for stock 
(subsection (a)(1)(C) and also meets the description 
of a transfer to a controlled corporation (subsection 
(a)(1)(D) it shall be treated as described only in (a) 
(1)(D). Your committee intends by this rule to insure 
that the tax consequences of the distribution of stocks 
or securities to shareholders or security holders in con- 
nection with divisive reorganizations will be governed 
by the requirements of Section 355 relating to distri- 
bution of stock of a controlled corporation.” 


Basis to corporations 


Section 358(e) expressly provides that the basis dis- 
cussed in Section 358 does not apply to corporations 
which in a Section 355 transaction have received prop- 
erty, including stock and securities. 

For basis to corporations see Section 362(b), which 
provides: 

“If property was acquired by a corporation in con- 
nection with a reorganization to which this part ap- 
plies, then a basis shall be the same as it would be in 
the hands of the transferor, increased in the amount of 
gain recognized to the transferor on such transfer. This 
subsection shall not apply if the property acquired 
consists of stock or securities in a corporation a party 
to the reorganization, unless acquired by the issuance 
of stock or securities of the transferee as the considera- 
tion in whole or in part for the transfer.” 

Therefore, a controlled corporation acquiring busi- 
ness assets or stock in a Section 355 transaction would 
determine basis of such assets under the rules of Sec- 


tion 362(b). 


Liquidating a holding company 

Since Section 355 permits the distribution of stock 
and securities in an existing controlled corporation by 
a corporation which had no other assets immediately 
before such distribution, it follows that when such dis- 
tribution is made that the distributing corporation di- 
vested of its property may then be liquidated. But, see 
the rules with respect to “distributions by corpora- 
tions” part 1 of subchapter C and “corporate liquida- 
tions” part II of subchapter C. J 
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tax’ practice 


AND PROFESSIONAL AFFAIRS OF LAWYERS & ACCOUNTANTS 





Bar Association replies to AIA’s 


booklet “Helping the Taxpayer” 


N EITHER THE AMERICAN Bar Asso- 
CIATION nor the American Institute 
of Accountants has said much about the 
failure of their meetings in late March, 
which were held to attempt to patch up 
between the groups 
over rights to practice in tax matters. 
It has been generally assumed by those 
interested, in the absence of any re- 
lease of information by the two groups, 
that the talks had failed to achieve a 
settlement of difficulties. 

The Bar’s committee on Professional 
Relations has just prepared a statement 
which is in effect a reply to the AIA’s 
booklet Helping the Taxpayer. This is 
the first statement of substance on the 
Bar’s of the present state of 
the controversy since the March meet- 
ings, hence may be taken to reflect their 
current attitude. 

A careful reading of this statement 
reveals some significant underlying cir- 
which force many _ ob- 
servers to suspect that possibilities of 
amicable solution of the conflict are re- 
mote. We see here again the wearisome 
repetition of the platitude that “ac- 
countants shouldn’t practice law” and 


differences two 


views 


cumstances 


that “lawyers shouldn’t practice accoun- 
tancy.” According to this statement 
“the practice of law” is a good deal 
broader than most businessmen would 
take it to be. So long as every Bar 
utterance on this question is based on 
what is meant by “the practice of law,” 
the whole issue turns on a workable 
definition of such practice. Furthermore, 
it seems to us that it’s time someone 
drew attention to the specious aura 
of equality which is intended by inclu- 
sion of the phrase “lawyers shouldn’t 
practice accountancy.” The practice of 
accountancy is just not regulated suffi- 
ciently that this concept has usefulness. 
Perhaps this is one reason the State- 
ment of Principles agreed upon in 1951 


lacked enough vigor to be an effective 
instrument. 

The difficulty of defining “the prac- 
tice of law” being what it is, it is clearly 
smart tactics for the lawyers to insist 
that the states continue to regulate “the 
practice of law.” The effect of such ar- 
rangement is, of course, that disputes, 
always started by lawyers, are decided 
by lawyer-judges in the local jurisdic- 
tion who may not have an adequately 
expert grasp of the issues involved and 
their implications. It’s not surprising 
that the accountants feel the cards are 
stacked against them in this arrange- 
ment, and that they want a federal 
rule which can be relied upon. We 
wonder whether someone shouldn't 
also raise the point that federal income- 
tax practice is a different kind of pro- 
fessional service than existed when our 
historical legal concepts were estab- 
lished. Federal taxation has _revolu- 
tionized practically everything else 
about mid-twentieth-century life; per- 
haps traditions of legal procedure are 
not exempt from the same need to 
deal with today’s problems in a manner 
suitable for today’s circumstances. 

The emotional tone of the present 
situation may be inferred from the 
Bar’s use of the word “campaign” in 
referring to the accountants’ current 
activity in protection of its right to 
practice in taxation. This sounds a little 
strange when one thinks of how this 
controversy arose in the first place: 
Loeb, Bercu, Conway, Agran, etc. And 
of the fact that accountants have been 
doing tax work for 40 years; and of the 
fact that this question does not arise in 
England. 

The new Bar statement suggests to 
us that the two groups are talking dif- 
ferent languages. The Bar seems to be 
using legal concepts and words. The 
accountants talk in lay or business 
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terms to a much greater extent. Natu- 
rally, therefore, the Bar’s arguments 
must seem stronger to lawyers, the 
courts, and to some legislators. The 
accountants’ presentations seem sensible 
to businessmen, laymen, and to some 
administrators and legislators. This 
being the case, the natural alignment 
of forces finds the lawyers appealing 
to the courts, and the accountants to 
the Treasury and Congress. 


Lawyers still hopeful 


In releasing the statement, W. J. 
Jameson, chairman of the Bar Associa- 
tion’s committee said that “Both or- 
ganizations agree that differences should 
be resolved by agreement and con- 
ference rather than by litigation. The 
Association’s representatives have ex- 
pressed a willingness to cooperate in 
establishing a permanent joint confer- 
ence to formulate rules and standards 
to render more specific the general 
terms of the Statement of Principles, 
and in recommending and encouraging 
the establishment of local joint con- 
ferences in all states and principal cities. 

“The Institute feels that such cooper- 
ative machinery would not prevent liti- 
gation in state courts unless Section 
10.2(b) is amended in accordance with 
its proposal. It presently takes the posi- 
tion that such an amendment of Treas- 
ury Circular 230 is a condition prece- 
dent to effective cooperative action. 

“It is the position of representatives 
of the Association that effective ma- 
chinery can and should be established 
at the national, state and local levels 
and that any amendment to Treasury 
Circular 230 is unnecessary. On the 
other hand, we are not adamant against 
revision of Section 10.2(b) to delineate 
more clearly the authority of enrolled 
agents in tax practice before the Treas- 
ury Department, provided any such re- 
vision does not have the effect of 
nullifying the last clause of Section 
10.2(f). 

“The foregoing is [quoted from] a 
brief summary of the present status of 
the negotiations. I have not attempted 
to review the other points which can 
easily be resolved if a solution can be 
found for this issue. I am sure the mem- 
bers of our committee will appreciate 
suggestions and comments from mem- 
bers of the Association. 

“Whether or not we arrive at a defini- 
tive agreement, the Committee on Pro- 
fessional Relations recognizes the im- 
portance of maintaining a cordial re- 
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lationship with the American Institute 
of Accountants and its chapters, and 
is anxious to promote cooperative ac- 
tion between the two.” 


Text of Bar’s statement 


A booklet entitled Helping the Tax- 
payer has recently been published and 
distributed by the national organiza- 
tion of certified public accountants. 
incorrectly 
states the position of the legal profes- 
sion concerning the proper activities of 
lawyers and accountants in tax practice. 
In addition, it fails to state correctly 
the nature of federal tax problems and 
the procedures involved in the dispo- 


This published material 


sition of tax controversies. 

It is regrettable that the booklet and 
other material published by the Ameri- 
can Institute of Accountants fail to in- 
form the public and the members of 
the Institute as well, of the agreement 
which was entered into in 1951 be- 
tween the American Bar Association 
and the Institute as to the proper roles 
of lawyers and accountants in advis- 
ing and representing taxpayers. This 
failure, which is difficult to understand, 
creates “confusion” where none exists. 
The public is asked to form a judg- 
ment on an incomplete statement of 
the facts. 


Purpose of statement 

The purpose of the present state- 
ment is to set the record straight as to 
the true nature of federal tax problems 
and the remedies available to taxpayers. 
It is also intended to state the position 
of the American Bar Association as to 
the respective roles of lawyers and 
accountants in advising and represent- 
ing clients with respect to tax matters. 

Tax practice covers many different 
types of federal, state, and local taxes, 
including income, estate, inheritance, 
gift, franchise, sales, excise, and real 
estate taxes—to name but some. The 
comments herein made will be directed 
toward federal income taxation since 
the problems arising therefrom are of 
the most general interest. However, 
much of what is said about assisting 
taxpayers with respect to federal in- 
come tax matters will have equal ap- 
plication to the other types of taxes. 


Statement of principles 

Tax matters may involve questions 
of law, questions of accounting, or 
both. The American Bar Association 
and the American Institute of Ac- 


July 1955 


countants in 1951, after long considera- 
tion, entered into a Statement of Prin- 
ciples defining the proper roles and 
functions of lawyers and certified public 
accountants in the field of federal in- 
come taxation. Attention is invited to 
its provisions. This Statement of Prin- 
ciples defines the respective roles of 
the lawyer and the accountant in tax 
practice, not from any selfish stand- 
point of the respective professions, but 
from the standpoint of which profes- 
sion can best serve the taxpayer in a 
given situation. It is difficult to see 
how a claim of “current confusion” in 
the matter of tax practice can be made 
by the Institute, since the answer as 
to the proper role of lawyers and ac- 
countants in almost any area of tax 
practice can be found in the Statement. 
The Statement of Principles clearly 
recognizes that in certain areas of tax 
practice the interests of the client are 
best served by the professional skills of 
the accountant. However, when the 
client’s problem involves the applica- 
tion of legal principles, the client will 
be best served by a lawyer. In some 
situations, the nature of the problem is 
such that the skills of both professions 
are required. The taxpayer, of course, 
is interested only in having the best 
possible professional assistance in re- 
solving his tax problem, and this ob- 
jective was what the two professions 
had in mind at the time they promul- 
gated the Statement of Principles. 


Advocacy versus fact-finding 

The lawyer’s role is to advise his 
client with respect to the legal prin- 
ciples—whether contained in statutes 
or administrative regulations or de- 
veloped through court decisions—ap- 
plicable to the client’s cause, and to 
defend or espouse that cause by ar- 
gument. The defending or presenting 
of a client’s case by argument is known 
as the art of advocacy. To prepare for 
it, the lawyer must meet high standards 
of legal education and training. The 
term “practice of law” embraces not 
merely the conduct of litigation, but 
the furnishing of advice or service re- 
quiring the use of legal knowledge or 
skill. 

The role of the accountant, on the 
other hand, is that of an impartial ex- 
pert fact-finder, who reports and certifies 
accounting facts and figures, and coun- 
sels on accounting methods, procedures, 
and principles. “It is the peculiar ob- 
ligation of the certified public account- 


ant, which no other profession has to 
impose on its members, to maintain a 
wholly objective and impartial attitude 
toward the affairs of the client whose 
financial statements he certifies.” 
(Carey: Professional Ethics of Public 
Accounting, page 13). In this role, the 
certified public accountant has rightly 
attained a respected position in the 
business world. 

It boils down to this—a lawyer should 
not perform accounting work for the 
client because he does not have the 
necessary training to give the client 
the best assistance in this field. By the 
same token, the accountant should not 
undertake to do legal work for the 
client, whether in advising as to the 
possible tax effects of transactions, in 
connection with the preparation of the 
tax return, or after the return is filed, 
because the accountant does not have 
the technical training or experience to 
do the work of the lawyer. 


What is tax law? 


The materials published by the 
American Institute of Accountants is 
misleading in that it seeks to give the 
impression that the determination of the 
taxable income of most businesses and 
many individuals is usually only “a 
matter of complex accounting judg- 
ments” which can in most instances be 
resolved by informal discussions with 
representatives of the Internal Revenue 
Service. The taxpaying public is not 
well served by this failure to recognize 
the many legal problems which may be 
involved. 

The fallacy in the Institute’s sugges- 
tion that the preparation of tax returns, 
as well as the advising and represent- 
ing of clients in tax matters generally 
involves nothing more than accounting 
problems, is that the Internal Revenue 
Code is a law enacted by Congress like 
any other federal law, and that the 
questions arising under many of its 
provisions are questions of law and not 
questions of accounting. 


“Tax law” and general law 


The term “tax law” may be applied 
somewhat loosely to that body of law 
which is concerned with the tax effects 
of transactions and activities engaged 
in by the taxpaying public. “Tax law” 
is not a field of law separate and apart 
from the general body of law. It is not 
a unique or isolated subject enclosed 
by four walls labeled “The Internal 
Revenue Code,” “Treasury Department 
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Regulations,” “Treasury Rulings,” and 
“Accounting Principles.” It cuts across 
virtually all branches of law and weaves 
in their principles. A thorough knowl- 
edge and understanding of basic legal 
concepts, legal processes, and the inter- 
relation of law in all its parts is essential 
to the practice of law in any of its 
branches, including the broad 
sometimes referred to as tax law. 

The general law of the forty-eight 
states is interwoven in the body of 
federal tax law. The laws of the re- 
spective states with respect to corpora- 
tions, partnerships, trusts, wills and 
estates, gifts, agency, real and personal 
property and even divorce, to name but 
some fields of law, must ofttimes be 
applied in getting the answer to a fed- 
eral tax question. Likewise, even 
though a transaction may have a nice 


area 


and tidy result from a federal tax stand- 
point, consideration must often be given 
to the impact of state law on the trans- 
action or the obligations incurred there- 
under. This fact is all too often over- 
looked by those who would carve out 
an area of so-called tax law and seek 
the answers to all questions in the In- 
ternal Revenue Code or the Treasury 
Department regulations and rulings. 


When should legal advice be sought? 


In discussing the preparation of in- 
come tax returns and the settlement 
procedures available for the disposition 
of disputed items by agreement with 
the Internal Revenue Service, Helping 
the Taxpayer seeks to leave the impres- 
sion that there is no occasion to con- 
sult a lawyer until attempts at adminis- 
trative settlement have failed and the 
taxpayer decides to resort to court ac- 
tion; in short, the argument runs that 
“law and precedents” are unimportant 
considerations prior to the filing of suit, 
and that administrative settlement ne- 
gotiations are mere “consent proceed- 
ings” where the parties engage in horse- 
trading—seeking a settlement on a dol- 
lar figure that bears no relation to legal 
issues. On the contrary, the facts are: 

Preparation of Returns. The assem- 
bling and verification of the facts deal- 
ing with the income producing activi- 
ties of the taxpayer, which include the 
marshaling of data previously recorded 
in the taxpayer’s books and records, and 
their proper reflection in the income tax 
returns of the taxpayer, are by the very 
nature of the services and skills in- 
volved generally in the field of account- 
ing. In many cases the statutory re- 


quirements are clear and no legal skill 
is necessary to understand and comply 
with them. 

However, there are many other cases 
when the determination of tax liability 
from the assembled facts involves a 
substantial legal question. Here the 
skills and services called for are those 
of the lawyer. The difficulty arises when 
the accountant takes on the function of 
the lawyer in such cases. 

Typical of instances where substan- 
tial legal questions may be involved in 
such determination, and which ob- 
viously call for legal skills rather than 
“complex accounting judgments,” are 
the following: 

1. May minor children be treated as 
members of a partnership for federal 
tax purposes? 

2. Under what circumstances are 
payments by a divorced man to his 
former wife deductible in the computa- 
tion of his taxable income? 

8. Does the forgiveness of a debt 
result in taxable income to the debtor? 

4. Is a given corporate instrument a 
debt instrument or an equity instru- 
ment? 

5. Should the capital gains of a trust 
be taxed to the life tenant or to the 
remaindermen? 

6. Does a merger or consolidation 
qualify as a reorganization under which 
an exchange of securities is tax-free? 

Numerous illustrations like the fore- 
going could be given. These are cited 
merely as examples of situations where 
the preparation of a return may involve 
a substantial Jegal question. 

If a tax return presents questions of 
law, it is to the taxpayer’s interest that 
the advice of a lawyer, trained in statu- 
tory interpretation and in all the fields 
of law which might bear on the prob- 
lem, be obtained before the return is 
finally prepared and filed. It is just as 
important to the taxpayer that the cor- 
rect answer be found at this stage as it 
is to have proper legal advice and repre- 
sentation at the time when he “takes his 
case to court.” This is recognized in the 
Statement of Principles. 

If the proper legal advice is not ob- 
tained in such a case before the return 
is filed, the penalties may be substan- 
tial. Tax deficiencies carry the high in- 
terest rate of 6 per cent. If the error 
results in an overpayment of tax, the 
Treasury Department is apt to be quite 
reluctant to make a refund and the 
taxpayer may have to initiate costly 
court proceedings to recover the excess. 
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Treasury Negotiations. When the In- 
ternal Revenue agent indicates that in 
his judgment additional tax is due and 
owing, that determination will usually 
be based upon a rule of law. The agent 
does not pull a proposed tax deficiency 
out of the air. That issue of law must 
be met at the outset with the agent 
and, if he is not convinced, at every 
step of the succeeding administrative 
negotiations. Far from being “consent 
proceedings,” where the parties are 
seeking a “fair” guess as to the proper 
dollar amount of tax liability, the tax- 
payer must meet the issue raised by 
the examining agent and persuade the 
reviewing officials that the agent has 
applied an of law. 
Whether the Treasury representatives 


erroneous rule 


are accountants or lawyers, the proper 
and best presentation of the client’s case 
to the Treasury Department represen- 
tatives requires the use of the lawyer’s 
skill in the art of advocacy just as much 
as does any court proceeding. The in- 
formality of the Treasury Department 
proceeding should not mislead anyone 
as to the true nature of the proceeding. 
Whether the taxpayer's case is being 
considered by the Treasury Department 
or by a court, the fundamental issue is 
the same, namely, what is the correct 
tax liability? 

Of course, if a problem of account- 
ing methods or application is involved, 
the services of an accountant should 
be obtained so as to insure the proper 
development of the facts and account- 
ing theories involved. The legal and ac- 
counting professions in the Statement 
of Principles have recognized the 
proper roles of the lawyer and the ac- 
countant in settlement negotiations with 
the Treasury Department and the mem- 
bers of each profession have an obliga- 
tion to advise the client as to the type 
of representation which a_ particular 
situation may require. 

In short, the nature of the issue 
should determine which technician is 
best equipped to meet it. But the issue 
itself must be met. The Internal Reve- 
nue. Service is not authorized to settle 
these controversies on some vague con- 
cept of fairness and equity, and it will 
not do so. The taxpayer must convince 
the Government representatives that, 
as a matter of law or of sound account- 
ing, he is right. The final outcome of 
the controversy may well depend not 
only upon the nature of the issue, but 
the way in which it is met at the out- 
set. 
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The rules of practice before the 
Appellate Division of the Internal Rev- 
enue Service provide that “The Con- 
feree, in his conclusions of fact or ap- 
plication of the law, shall hew to the 
law and the recognized standards of 
legal construction.” The administrative 
officials of the Internal Revenue Serv- 
ice do not operate independently of 
legal advice. There is a large staff of 
lawyers in the office of the Chief Coun- 
sel, many of whom are stationed at local 
regional offices of the Service. Many 
matters are referred to these govern- 
ment lawyers for legal review and ad- 
vice before final action by the adminis- 
trative officials who are dealing with 
the taxpayer. 

Another element in the presentation 
of a taxpayer’s case which must be con- 
sidered is the necessity of marshaling 
and proving all of the material facts. 
Before entering into settlement negotia- 
tions with the Treasury Department, the 
taxpayer's representative should ana- 
lyze all of the law bearing on the case. 
This involves analyzing the Internal 
Revenue Code as well as other perti- 
nent federal laws and the state laws. In 
doing this, it will be necessary to read 
the court opinions which have inter- 
preted these statutory provisions. Treas- 
ury Department regulations or rulings 
will also be considered in this analysis. 
This background of law guides the tax- 
payer's representative in determining 
the facts which must be developed in 
order to bring about the proper disposi- 
tion of the taxpayer’s case. In present- 
ing the case to the administrative off- 
cials the taxpayer’s representative must 
necessarily proceed in much the same 
manner as in presenting a case to a 
court or jury. The difference between 
presenting a case to the Treasury De- 
partment and to a court or jury is 
merely a difference in technique; it is 
not a difference in substance. 

A vital consideration in deciding 
whether a settlement should be made 
is that the determination of the admin- 
istrative officials will be presumed to 
be correct and the taxpayer, in court, 
will have the burden of overcoming 
that presumption. In making that de- 
cision, a lawyer is qualified by training 
and experience to recognize what evi- 
dence will be admissible in court, in the 
event of litigation. 


Disposition by court action 


If the IRS will not settle a contro- 
versy on a basis satisfactory to the tax- 
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payer, the taxpayer has a choice of al- 
ternatives in submitting the dispute to 
judicial determination: 

Tue Tax Court. Where the taxpayer 
desires to defer the payment of any 
additional tax demanded by the Treas- 
ury Department until after the matter 
has been passed upon by a court, he 
can appeal to the Tax Court of the 
United States. The pamphlet Helping 
the Taxpayer incorrectly reflects the 
character and function of the Tax 
Court. It suggests that the Tax Court 
is not really a court, but a “referee,” 
with authority to render any decision 
it considers fair. This is an inaccurate 
picture. 

The Tax Court, while technically a 
part of the executive branch of the 
Government, is a court in every sense 
of the word. Its powers are wholly 
judicial in character. It is bound by the 
same rules of evidence and of judicial 
due process as are other federal courts; 
it may decide only the issues which are 
formally presented to it in the plead- 
ings filed; and its decisions are review- 
able, just like decisions of the United 
States district courts, by the United 
States courts of appeals and the Su- 
preme Court. The preparation of a peti- 
tion to the Tax Court requires the same 
skill as does the preparation of a plead- 
ing in any other court. The trial of a 
case before it may be safely entrusted 
only to a lawyer, who is trained in the 
art of pleading, in the rules of evidence, 
and in the proper marshaling and pres- 
entation of the evidence pertinent to 
the issues. In this connection it is im- 
portant to note that the decisions of the 
Tax Court are reviewed by the courts 
of appeals and the Supreme Court only 
on the record made, that is, facts 
proved, before the Tax Court; the ap- 
pellate courts will not hear or consider 
new and different evidence than was 
considered by the Tax Court. It is 
important that the taxpayer’s case not 
be thrown away at the Tax Court level 
by a failure to allege or prove vital 
facts. 

Surr For Rerunp. The alternative 
to appealing the controversy to the Tax 
Court is to pay the tax, file a claim for 
refund properly presenting the issues 
involved, and then sue for refund in a 
United States District Court or the 
Court of Claims, where the same rules 
of law apply as in the Tax Court. Ap- 
peals from the District Courts lie to the 
same United States Courts of Appeals, 
but decisions of the Court of Claims 


may be reviewed only by the Supreme 
Court. 

The choice of the forum, as between 
the Tax Court, on the one hand, and a 
District Court or the Court of Claims 
on the other, rests with the taxpayer. 
The exercise of his election as between 
the two courses open to him may be of 
critical importance. 

Because this choice involves an 
analysis and appraisal of the decisions 
on the same or closely related issues by 
each of these courts, and because, once 
the election is made, it may not be 
changed, it is essential that a lawyer’s 
advice be obtained before the choice is 
made. It is too late to make the choice 
after the case has been started in the 
Tax Court by the filing of a petition: 


What the CPA’s seek 

The campaign launched by the 
American Institute of Accountants has 
been on two fronts. 

The major effort has taken the form 
of urging the Treasury Department to 
change its long-standing rule of not 
interfering with the regulation of law 
practice by the states. Specifically, the 
Institute has asked the Treasury to de- 
lete from its rules governing the prac- 
tice of non-lawyers before the Depart- 
ment the following proviso, which has 
been a part of the rules for over a 
quarter of a century: 

“. . » provided further, That nothing 
in the regulations in this part shall be 
construed as authorizing persons not 
members of the bar to practice law.” 

The Association’s opposition to the 
deletion of this provision was set forth 
at length in a statement to the Secre- 
tary of the Treasury on September 28, 
1954. That statement was published in 
the American Bar Association Journal 
of November, 1954, and will not be re- 
peated here, except to reiterate the As- 
sociation’s view that the public interest 
requires that only lawyers be permitted 
to engage in the practice of law, and 
that the Treasury should continue to 
recognize the primary obligation of the 
states to regulate law practice. 

The second effort of the Institute is 
in Congress, where it has secured the 
introduction of bills which would have 
the effect of granting to non-lawyers a 
federal license to practice law in the 
tax field. This obviously has the same 
objective as the campaign for getting 
the Treasury to change its rules. 

The reason advanced by the Institute 
for sponsoring this drastic change in the 
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existing rules is that certain state court 
decisions in recent years, it is alleged, 
have created “confusion” as to the 
proper role of the certified public ac- 
countant in the federal tax field. In the 
pamphlet Helping the Taxpayer, refer- 
ence is made to five state court deci- 
sions. Four of them are not named 
(though they are readily identifiable), 
and there is no statement of the rele- 
vant facts in any of these cases. The 
cases in question are as follows: 

The Massachusetts Case: Lowell Bar 
Association v. Loeb, 315 Mass. 176, 53 
N.E. 2d 27 (1943). 

The New York Case: Application of 
New York County Lawyers Assn., In re 
Bercu, 273 App. Div. 524, 78 N.Y.S. 
2d 209 (1948), affirmed per curiam, 
299 N.Y. 728, 87 N.E. 2d 451 (1949). 

The Minnesota Case: Gardner v. 
Conway, 234 Minn. 468, 48 N.W. 2d 
788 (1951). 

The Florida Case: Petition of Kear- 
ney, 63 So. 2d 630 (1953). 

The California Case: Agran v. Shapiro 
(Appellate Dept., Superior Court, 
County of Los Angeles), 127 A.C.A. 
Supp. 129 (1954). 

It is apparent that the first three cases 
were fully known to the accountants 
before they signed the Statement of 
Principles. The Florida case involved 
practice by a lawyer, not by an account- 
(Agran v. 
Shapiro, supra) specifically recognized 
the right of an accountant to prepare 
tax returns, but denied him the right 
to brief and argue what he admitted 
was a difficult question of law, involv- 
ing many days of legal research. 


ant. The remaining case 


None of these cases held that the 
preparation of a tax return or a claim 
for refund, or the representation of a 
taxpayer before the Treasury Depart- 
ment, in and of itself, constituted the 
practice of law. As the California court 
pointed out, the Statement of Principles 
recognizes the propriety of such activi- 
ties except where the problem is one 
involving a legal question. 


Position of Bar Association 

The pamphlet Helping the Taxpayer 
asserts that the lawyers are seeking to 
deprive taxpayers of the services of ac- 
countants, and editorials in the Insti- 
tute’s official organ have charged the 
American Bar Association with taking 
the position that the “entire field of 
Federal tax practice should be exclu- 
sively reserved for lawyers.” 

These statements are incorrect. They 


are refuted by the facts presented 
herein. 

The position of the American Bar 
Association is that set forth in the State- 
ment of Principles referred to earlier. 
Helping the Taxpayer ignores the exist- 
ence of this Statement of Principles, as 
do all of the editorial comments on the 
subject in the Journal of Accountancy. 
Yet” this Statement, immediately after 
its adoption by the two professional or- 
ganizations, was announced in the Jour- 
nal of Accountancy in June, 1951, with 
the following editorial comment: 

Lawyers and CPA’s moved a step 
closer to eliminating their differences 
over tax practice this month when [the] 
Council of the American Institute of 
Accountants approved a statement of 
principles defining the proper areas of 
practice in federal tax matters by mem- 
bers of the two professions. The Board 
of Governors and House of Delegates 
of the American Bar Association had 
previously approved it. (Italics sup- 
plied. ) 

From an examination of the State- 
ment of Principles, it is apparent that 
the two professions, after prolonged 
and careful discussion, agreed some 
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four years ago that the question of 
whether it is proper for an accountant 
to (a) prepare an income tax return, 
(b) advise a taxpayer on the probable 
income tax effects of business transac- 
tions, (c) represent a taxpayer before 
the Treasury Department, or (d) pre- 
pare a claim for refund of income taxes 
paid, is to be answered by an examina- 
tion of the nature of the problem; that 
questions of law should be passed upon, 
in each of these situations, by lawyers, 
and questions of accounting by account- 
ants; that the skills of each are essential 
to the protection of the varied interests 
of taxpayers; and that neither has, or 
should have, a monopoly in the field of 
advising or representing people in con- 
nection with tax problems. 

This is still the position of the Ameri- 
can Bar Association. 


COMMITTEE ON PROFESSIONAL RELA- 
TIONS, AMERICAN Bar ASSOCIATION. F. 
M. Bird, Louis A. Boxleitner, George 
E. Brand, John W. Cragun, William T. 
Gossett, Homer A. Holt, H. Cecil Kil- 
patrick, Robert Ramspeck, Thomas N. 
Tarleau, Julius J. Wuerthner, William 


A, 


J]. Jameson, Chairman. we 


CPA firm wins suit for fee; unauthorized- 
practice-of-law defense fails 


77 TRIAL COURTS AWARD of judg- 
ment for a $31,000 fee for account- 
ing services in connection with tax 
work done by the New York city ac- 
counting firm of Anchin, Block & 
Anchin has just been upheld by the 
New York Court of Appeals. The firm 
sued its former client, Pennsylvania 
Coal and Coke Corp., for this amount 
which represents a 15% contingent- 
basis fee for certain tax work which 
saved the client some $233,000. The 
client appealed to the Appellate Divi- 
sion of the Supreme Court, judgment 
upheld, and again to New York Court 
of Appeals. The judgment for the ac- 
countants was again upheld. (284 AD 
940, 134 S2d 737). No opinion was 
written. 

Anchin, Block & Anchin were the 
regular accountants for Pennsylvania 
Coal & Coke, but did not do their tax 
returns, which were done by the com- 
pany’s staff. The company asked Anchin 
to see whether means could not be 


found to reduce their tax burden, and 
entered into a written contract for the 
performance of this service. The pres- 
ent suit was to collect under this con- 
tract. 

The accounting firm advised the 
client to form a subsidiary corporation, 
to sell certain high-basis property, and 
to arrange lease-backs to guarantee 
certain access rights needed by the 
client. CPAs worked closely with 
client’s attorneys (two firms). 

Judge Cox charged the jury that 
CPAs could not collect if they had been 
practicing law. Jury held for CPAs. On 
appeal, client’s attorney made much of 
alleged unauthorized (and _ illegal) 
practice of law. Both appeals courts 
upheld the trial court, permitting the 
inference that they did not think the 
accounting firm was practicing law. 

The appellate decision was handed 
down just as we go to press. Next 
month we will present extensive analy- 
sis of the case. * 
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Finance committee gives hope that business 


accounting will be put in tax law 


rT APPROVING for passage HR 4725, 
which would repeal Sections 452 
and 462 of the 1954 Code, the Senate 
Finance Committee commits itself to a 
speedy and serious attempt to reinstate 
provisions in the tax law that would do 
what the disenchanting sections did 
not live long enough to do: make ac- 
counting for tax purposes conform to 
good business accounting with respect 
to prepaid income and accrual of re- 
serves for deferred expenses. 

The committee made five minor 
changes in the House bill: (1) extended 
to December 15, 1955, the date until 
which taxpayers could pay additional 
tax due, without penalities; (2) also 
extended to December 15 the date by 
which certain payments due other per- 
sons may be made when these pay- 
ments are related to net earnings of the 
taxpayer; (3) provided rules about in- 
come out of which dividends are con- 
sidered paid for accumulated earnings 
tax, personal holding company tax, 
regulated investment companies, etc.; 
(4) assured that the saving provision 
applies only to taxable years ending on 
or before the date of enactment of the 
bill; and (5) provided that the in- 
crease in tax due is not to be treated 
as tax shown on the return for pur- 
poses of the statement required to be 
filed under Section 4(b) (2) of the bill. 


Excerpts from Senate report 

The President in his State of the 
Union and budget messages to Con- 
gress in January of 1954 requested ac- 
tion on several tax proposals. Among 
these was one that the Congress act to 
bring tax accounting more nearly in 
line with accepted business accounting 
practice. In this budget message, pre- 
sented in January 1954, item No. 20 of 
his tax recommendation was as follows: 


Accounting definitions.—Tax account- 
ing should be brought more nearly in 
line with accepted business accounting 
by allowing prepaid income to be taxed 
as it is earned rather than as it is re- 
ceived, and by allowing reserves to be 
established for known future expenses. 

On the basis of this recommendation, 
the Internal Revenue Code of 1954, as 
passed by the House, contained Section 
452, permitting the deferral of pre- 
paid income and Section 462, provid- 
ing for reserves for estimated expenses. 
The estimate of the revenue expected 
to be lost as the result of the enactment 
of Sections 452, 462, and certain other 
accounting provisions, as shown in the 
House report accompanying the In- 
ternal Revenue Code of 1954, was $45 
million for the fiscal year 1955. The 
American Institute of Accountants this 
year estimated the revenue loss from 
sections 452 and 462 at $500 million. 
Others have expressed the view that the 
revenue loss from these provisions may 
run to several billion dollars. Your 
committee believes, however, that these 
estimates do not give proper recogni- 
tion to an amendment made to Section 
462 by your committee last year. 


CPAs gave warning 


When the bill providing for the In- 
ternal Revenue Code of 1954 came be- 
fore your committee last year, concern 
was expressed that the revenue loss 
from Sections 452 and 462 might well 
be above the amount then estimated 
in the report of the House Committee 
on Ways and Means. In the hearings 
held by your committee in 1954 a wit- 
ness representing the American In- 
stitute of Accountants stated: 

The bill makes great strides in the 
direction of putting business accounting 
and income-tax accounting on the same 
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wavelength. This is something we have 
urged upon the Congress for many 
years. We applaud H.R. 8300 for get- 
ting it underway. The transition will 
bring on some problems, both from a 
revenue standpoint, as well as the scope 
of reserves for estimated expenses. For 
that reason, there is included in our list 
of recommendations certain cautions 
and restraints during the gearshifting 
period (hearings before the Senate Fi- 
nance Committee on the Internal Rey- 
enue Code of 1954, p. 1312). 

In the list of recommendations re- 
ferred to above of the American In- 
stitute of Accountants there was the 
following statement: 

Recommendation No. 136.—Section 
462(a): To avoid the impact on -the 
revenues in the transitional year where 
there will be a deduction both for the 
actual expenses and the estimated ex- 
penses, and in order to avoid undue 
distortion of income, the addition to 
the reserve should be spread as a de- 
duction over the transitional year and 
the 2 succeeding years. 


Committee limited reserves 

It was your committee’s awareness 
of this revenue’ problem which 
prompted it to amend Section 462 to 
limit the additions to reserves for esti- 
mated expenses to those which could 
be taken into account in the discre- 
tion of the Secretary of the Treasury 
or his delegate. As amended by the 
Senate Finance Committee, Section 462 
(a) of the Internal Revenue Code of 
1954 reads as follows: 

GENERAL RuLeE.—In computing tax- 
able income for the taxable year, there 
shall be taken into account (in the 
discretion of the Secretary or his dele- 
gate) a reasonable addition to each re- 
serve for estimated expenses to which 
this section applies. 

The Senate Finance Committee 
amendment passed the Senate and was 
accepted by the House conferees and 
thus became part of the 1954 Code. 

This amendment of the Senate Fi- 
nance Committee was adopted in lieu 
of the recommendation of the American 
Institute of Accountants because it was 
believed that it provided a more effec- 
tive control over any unreasonable rev- 
enue loss that might develop than the 
proposal of the accountants. 


Clearly no “double deduction” 


Frequently it is asserted that Sec- 
tion 462 of the 1954 code provides for 
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a double deduction. This, however, is 
an incorrect interpretation. As your 
committee’s report last year on the ac- 
counting provisions in the Internal Rev- 
enue Code of 1954 stated: 

The changes embodied in the House 
bill and in your committee’s bill are de- 
signed to bring the income-tax pro- 
visions of the law into harmony with 
accepted accounting prin- 
ciples, and to assure that all items of 
income and deductions are to be taken 
into account once, but only once in the 
computation of taxable income. [Em- 
phasis supplied.] 

Rather than being a problem of 
double deductions, the problem pre- 
sented by Section 462 is that of the tim- 
deductions taxpayer 
changes accounting methods. The ques- 
tion is whether in the year a taxpayer 
shifts to the reserves method he should 
be entitled to deduct an amount equal to 


generally 


ing of when a 


his addition to his reserve (representing 
expenses attributable to income of the 
current year but which in large part 
may not be incurred until subsequent 
years) and also expenses actually in- 
of transition but 
attributable to income of prior years. 


curred in the year 
Whether these expenses are incurred in 
the current years or in a subsequent 
year, they would be allowable deduc- 
tions under the Code at some time even 
if Section 462 were not in the law. It 
is, therefore, only a question of when 
the deductions should be allowed which 
constitutes a problem under this pro- 


vision. 


Secretary’s discretion 

As indicated above, your committee 
last year recognized this problem in 
the timing of deductions where a tax- 
payer converts to the expense reserve 
method and believed that its amend- 
ment met the problem by giving the 
Secretary of the Treasury discretion 
over not only the amount of estimated 
expense to be added to the reserve for 
each taxable year but also the kind of 
items which entered into the estimated 
With such limitations in the 


reserve. 
section, it was the opinion of your 
committee that any revenue loss which 


might occur would be well within the 
limits of last year’s estimate. It would 
appear possible, for example, for the 
Secretary to require the spreading of 
the deductions for actual expenses in- 
curred in the year of transition to the 
extended 
period of years, a period which could 


reserve method, over an 


be much longer than that advocated by 
the American Institute of Accountants. 
It apparently is the opinion of the Secre- 
tary of the Treasury, however, that the 
words “in the discretion of the Secre- 
tary or his delegate” only limit the 
amount of the allowable deductions 
and not the type of items which can be 
deducted. (See p. 11 of House hear- 
ings on Secs. 452 and 462.) The Secre- 
tary apparently is fearful of exercis- 
ing the discretion which your com- 
mittee intended him to have in this 
matter. He has expressed the view that 
some taxpayers contest his de- 
cisions and that there may be prolonged 
litigation before the matter is ulti- 
mately decided. 

It is because of the Secretary’s fears 
and his desire to have a fresh review 
of Section 462, relating to estimated ex- 
penses, and its counterpart Section 452, 
relating to prepaid income, and _ be- 
cause of the House action repealing 
these sections that your committee has 
reluctantly concluded to report out the 
House bill repealing these sections from 
the effective date of their enactment. 
Since the Secretary has not, by regula- 
tions, exercised the discretionary limi- 
tations which your committee delegated 
to him in the law, it is apparent that 
the loss in revenue under these pro- 


may 


visions may be much larger than was 
anticipated last year. 


Vacation pay problem 

Your committee does not, however, 
believe that the repeal of these sections 
solves the problem presented. I.T. 3956 
(1949 C.B., p. 78) which the Secretary 
of the Treasury in a letter to the chair- 
man of the House Committee on Ways 
and Means promised to keep in effect 
through 1955, presents essentially the 
same problem as to the timing of vaca- 
tion pay deductions as the present Sec- 
tion 462 does generally. Moreover, if 
this 1.T. is withdrawn for 1956, tax- 
payers who previously have been ac- 
cruing vacation pay under this and 
similar rulings will be faced with the 
possibility of having no deductions for 
vacation pay in 1956. 


Subscription income confusion 


The status of prepaid subscription in- 
come will also be uncertain as the re- 
sult of the repeal of Section 452. In 
I.T. 3369 (1940—1 C.B. 46) the Treas- 
ury ruled that publishers of periodicals 
on the accrual basis, who over a period 
of years for tax purposes had con- 
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sistently deferred the reporting of pre- 
paid income would be permitted to con- 
tinue to file their tax returns on this 
basis. Moreover, one witness appearing 
before your committee stated that some 
of the rulings on prepaid subscription 
income granted in recent years have 
permitted the taxpayer to defer pre- 
paid subscription income even though 
the taxpayer had not reported his in- 
come for tax purposes in the past on this 
basis. Another aspect of the uncertainty 
with respect to subscription income if 
Section 452 is repealed arises from a 
recent circuit court decision in Beacon 
Publishing Company v. Commissioner 
(C.C.A. 10th, January 3, 1955). The 
court in this case held that the deferral 
of prepaid subscription income was in 
fact proper under the accrual method 
of accounting. The Secretary of the 
Treasury in the letter previously re- 
ferred to which he sent to the chair- 
man of the House Committee on Ways 
and Means indicated that the repeal of 
Section 452 would not be taken as an 
indication by the Treasury Department 
of congressional intent as to the proper 
treatment of prepaid subscription in- 
come under prior law or under other 
provisions of the 1954 Code. He also 
indicated that the repeal of Section 
452 will not be considered by the De- 
partment as either acceptance or re- 
jection by Congress of the decision in 
Beacon Publishing Company v. Com- 
missioner or in any other judicial de- 
cisions. It has come to your committee’s 
attention that the vast majority of 
publishing concerns having prepaid in- 
come are already deferring their in- 
come with Treasury approval. It is 
recommended to the Treasury Depart- 
ment that it modify its published rul- 
ing to the end that the remaining pub- 
lishers may be entitled to defer pre- 
paid subscription income so that they: 
may be placed upon a fair and equi- 
table basis. 


Other accounting difficulties 


Uncertainty will also exist in other 
areas with the repeal of these two pro- 
visions. In Pacific Grape Products 
(C.C.A. 9th, February 10, 1955), for 
example, the circuit court held that 
certain freight and shipping expenses 
incurred after the end of the year could 
be accrued for tax purposes as of the 
end of the year. An extension of the 
principles laid down in this case might 
well lead the courts in the future to. 
permit the accrual of most estimated ex~ 
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penses which would be covered by Sec- 
tion 462 even though it is repealed. 


Further action is imperative 

Your committee desires to make its 
position clear that it expects to report 
out legislation dealing with prepaid in- 
come and reserves for estimated ex- 
penses at an early date. As indicated 
above, the existing rulings of the Treas- 
ury Department and the court decisions 
dealing with estimated expenses and 
prepaid income are now in such a state 
of confusion and uncertainty that in the 
opinion of your committee legislative 
action is required on these subjects. In 
addition, your committee believes that 
it is essential that the income tax laws 
be brought into harmony with generally 
accepted accounting principles. More- 
over, your committee believes that the 
present status, where some taxpayers 
are able to defer prepaid income while 
others are not, is inequitable and should 
not be allowed to continue. In order to 
eliminate this uncertainty and discrimi- 
nation, definite rules must be written 
into the income tax law. For these rea- 
sons your committee plans to begin 
studies in the near future to devise 
proper substitutes for the sections now 
being repealed. 


What Section 4 does 


Section 4 of the House bill contains 
the savings provisions which are in- 
tended to alleviate to some extent the 
hardships imposed on taxpayers by the 
retroactive feature of the bill. Under 
the House bill this section provided that 
a taxpayer would be relieved from the 
payment of any interest which would 
otherwise be imposed by reason of the 
increase in tax resulting from the retro- 
active repeal of Sections 452 and 462, 
if a statement were filed not later than 


‘September 15, 1955, and the portion of 


the increase in tax which is due on or 
before that date were paid not later 
than September 15, 1955. Your com- 
mittee has extended this date to Decem- 
ber 15, 1955. 

Under the House bill, additions to 
tax would not be imposed with respect 
to the increase in tax resulting from en- 
actment of this bill if the taxpayer filed 
a statement showing such increase in 
tax on or before September 15, 1955. 
Your committee has extended this date 
to December 15, 1955. 

The statement which the taxpayer 
must file in order to be relieved of in- 
terest and additions to tax must be in 
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the form prescribed by the Secretary 
or his deiegate under regulations. The 
House bill provided that the amount 
which was shown on the statement as 
the increase in tax resulting from the 
repeal of Sections 452 and 462 should 
be treated as “tax shown on the return.” 
This rule should not apply, however, 
where the increase in tax is to any ex- 
tent attributable to a decrease in the 
net operating loss for another year and 
the decrease in net operating loss arose 
because of the repeal of Sections 452 
and 462. Your committee’s amend- 
ment so provides. 

The effect of the retroactive repeal 
of Sections 452 and 462 may, in cer- 
tain cases, affect payments which the 
taxpayer is required to make to another 
person. Under the Internal Revenue 
Code the taxpayer may have a period 
of time after the close of the taxable 
year to make such required payments. 
The House bill provided that where the 
taxpayer's payments to another per- 
son were payments required by reason 
of this bill and the taxpayer was other- 


wise allowed a period in which to make 
the payments after the close of the 
taxable year, any payments made on or 
before September 15, 1955, would be 
treated as having been timely made. 
Your committee has extended the period 
within which such payments may be 
made to December 15, 1955. Your 
committee has also provided, for pur- 
poses of the accumulated earnings tax, 
the personal holding company tax, and 
the taxation of regulated investment 
companies, that any dividends paid 
after the 15th day of the 3d month 
following the close of the corporation’s 
taxable year and paid on or before 
December 15, 1955, are to be treated 
as though they had been paid on the 
last day of the taxable year to the ex- 
tent that the dividends are attributable 
to an increase in taxable income for 
that year resulting from the repeal of 
Sections 452 and 462. This treatment 
of dividends paid after the close of the 
taxable year and on or before Decem- 
ber 15, 1955, is applicable only if the 
taxpayer so elects. ve 


Tax consequences of moving a building 


or machinery frustrate the taxpayer 


[7 IS FASCINATING to watch a house 
crawling along the street on wheels. 
Technical progress has overcome quite 
some obstacles, you think. But the tax- 
man will wonder. Technical progress 
has moved houses and mountains, but 
has it moved the Treasury Department 
to allow all costs connected with that 
moving as deductible expenses? 

A little research shows that the tax 
problems involved in moving a house 
are so complex that it will be necessary 
to analyze the fundamentals and to 
work out some kind of guiding direc- 
tive by applying tax principles evolved 
in decisions and regulations covering a 
similar set of facts. 

Motives for moving 
A house may be moved for one of 


the following reasons: 
1. the moved building might be more 
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usable and more valuable at a different 
location, particularly if the land is to 
be used for a highway, 

2. the moved building might make 
room for another structure and, being 
useless, be abandoned or sold, or 

3. the building might be moved to 
a different location, leaving an empty 
lot usable in a business. 

The question how these motives in- 
fluence the taxpayer’s actions is im- 
portant. And it is even more significant 
to consider the time when the taxpayer’s 
intention becomes evident: at the time 
he acquires the building or at a later 
date. The Commissioner naturally is in- 
clined to ask for a capitalization of 
moving expenses for houses. Tax Court 
and other decisions are brief on the 
subject, and these decisions are even 
more confusing and contradictory when 
it comes to the question on which loca- 
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tion the moving expenses have to be 
capitalized: on the lot from which the 
house was moved or the new lot to 
which it was moved. 


Moving to a more usable location 


Moving a building to a more usable 
and more valuable location was the 
question involved in John G. Bullock 
v. Commissioner. The residential sec- 
tion in which the building was located 
had changed its character and the prop- 
erty was no longer suitable as a resi- 
dence. The taxpayer therefore moved 
the building to a better residential 
street. He claimed the moving expenses 
as a deduction on his tax return. The 
court took the position that the moving 
expenses were “an amount paid out for 
permanent improvements or betterments 
made to increase the value of the peti- 
tioner’s property, as distinguished from 
an ordinary and necessary business ex- 
pense” and disallowed a deduction. 

Subsequent decisions cite Bullock v. 
Commissioner as controlling on the 
question of capitalization when the 
building is more valuable in a new loca- 
tion. In Darlington Veneer Company v. 
Commissioner? an office building was 
moved because in its old location it 
could no longer be used economically 
and conveniently; it was supposed to 
make room for a new plant. Petitioner 
charged the cost of the foundation on 
the new site to capital, but deducted 
the moving expenses. The Tax Court 
disallowed the deduction. “The moving 
saved part of the cost of erecting a 
new building. Petitioner capitalized the 
cost of the new foundations. It should 
have capitalized the cost of moving 


also.” 


Are moving costs depreciable? 

If these two decisions thus settle the 
question of moving expenses when a 
building is moved to a more usable lo- 
cation, they do not clearly state to which 
property the cost of moving is to be 


127 BTA 440 (1932) Aff’d by CCA-9, 68F 
(2nd) 614. 

246 BTA 1277. 

®In Winnett v. Helvering, 68F (2nd) 614 the 
Ninth Circuit Court did not rule on the capital- 
ization of moving expenses because it deemed it 
to be a factual question which the Tax Court had 
decided in favor of the Commissioner and against 
the taxpayer who had tried to deduct them. 

* Cecil J. McCaffrey, ““Wanted: A Rule for Build- 
ing Losses” Taxes—The Tax Magazine 1952 p. 
59 ff 


3 . 
5 Appleby Estate 41 BTA 18; Emmett J. Mc- 
Carthy 2 TCM 146, Henry Phipps Estate, 5 TC 
964. 

®©123F (2nd) 700. 

739F (2d) rev’g 9 BTA 352. 

®N. W. Ayer & Co. 17 Te 631; Lynchburg Na- 
tional Bank & Trust Co. 20 TC 670; Jack M. 
Chesbro 21 TC No. 14; Herbert Burwig "TC Memo 
No. 37227, 12 TCM 1197. 


added. Darlington Veneer, supra, says 
clearly that the moving expenses should 
be made part of the cost of the build- 
ing on the new site. The Tax Court in 
Bullock, supra, did not decide the ques- 
tion at all, because the record did not 
disclose pertinent facts. 

The Tax Court in Winnett v. Helver- 
ing, supra, had held before the case was 
appealed that both properties increased 
in value by moving the house from one 
location to the other. 

It seems to this writer that if moving 
expenses are to be capitalized, they 
should be added to the cost of the 
building and not to the cost of the land 
in either location. Only the building is 
involved in the moving. Moving the 
building saves the erection of a new 
one on the new site. 


Moved building is abandoned or sold 


Still more involved is the tax prob- 
lem when the moved building is aban- 
doned or sold. Section 39.23(c)-2 of 
Regulations 118 (1939 Code) states: 

“Loss due to voluntary removal 
demolition of old buildings . . . is 
deductible from gross income. When 
a taxpayer buys real estate upon which 
is located a building which he proceeds 
to raze with a view to erecting thereon 
another building, it will be considered 
that the taxpayer has sustained no de- 
ductible loss by reason of the demoli- 
tion of the old building, and no deduct- 
ible expense on account of the cost of 
such removal, the value of the real 
estate, exclusive of old improvements, 
being presumably equal to the purchase 
price of the land and building plus the 
cost of removing the useless building.” 

The interpretation of this section 
gives rise to some difficulties which 
have been only partially solved by liti- 
gation.* One opinion holds that the only 
important element is the taxpayer's in- 
tent at the time of removal; the time 
that elapsed between purchase and re- 
moval is unimportant. If he moves the 


® The Commissioner did not appeal this decision 
following the eo rule, but announced his 
nonacquiesence C.B. 19 

10 Estate of C. L. Hayne 22 "TC No. 17. 

11 MacAdam S. Foster 8 BTA 967; Fowler & 
Union Horse Nail Co. 16 BTA 1071 where ma- 
chinery was moved from Connecticut and Illinois 
to a plant in Buffalo. 

12 Addressograph-Multigraph mae TC Memo 
Dec. 45058 (1945 P-H 74266). 

18 Hoyt B. Wooter 4 Ri 659 Aff’'d by CCA-6 
(1950) 181F (2nd) 5 

14Rev. Ruling 54-156 OT RB. No. 19) refers to 
the sale of land on which taxpayer’s principal 
residence is located. If this house is moved to 
another lot, the gain realized from the sale of the 
land is the excess of the cost of purchasing the 
new lot plus cost of moving the house, new 
foundation and plumbing and electrical installa- 


tions. 
15 C.B. 1953-1 p. 438. 
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building to replace it with another 
structure, he has to capitalize the mov- 
ing expenses regardless of when this 
happens.® The Second Circuit Court in 
affirming the Board of Tax Appeals in 
the Appleby case® said: 

“Losses are recognized only when 
they result from a closed transaction. 
If a building is demolished because un- 
suitable for further use, the transaction 
with respect to the building is closed 
and the taxpayer may take his loss; but 
if the purpose of the demolition is to 
make way for the erection of a new 
structure, the result is merely to sub- 
stitute a more valuable asset for the less 
valuable and the loss from demolition 
may reasonably be considered as part 
of the cost of the new asset and to be 
depreciated during its life. . . .” 

This decision is in conflict with a 
decision of the Seventh Circuit in Union 
Bed & Spring Company vs. Commis- 
sioner.* The taxpayer bought property 
with the intention of making certain 
changes, but found, after the purchase, 
that an outlay far beyond that con- 
tempiated would be necessary. The 
court held that the cost of the addi- 
tional alterations was a deductible loss. 
In its opinion the court brought out 
one point that has become the crucial 
factor in all subsequent decisions, al- 
though it is diametrically opposed to 
the theory behind the Appleby case. 
“We think,” “the true 
test, in this and in similar cases, is the 
intention of the taxpayer. If he intends, 
at the time of purchase, to demolish 
and rebuild, then the cost of so doing 
must be considered as part of capital 
investment, which is consistent with the 
statute and regulation. But if, at the 
time of purchase, he does not intend 
to repair, or intends to repair or change 
but partly, and after the deal is made, 
he decides to make changes and repairs 
other than those first contemplated, and 
in so doing he sustains a loss, he is 
brought within the terms of the statute 
and the regulation, for the presumption 
raised by the regulation is overcome by 
the facts.” 

The Tax Court has followed this 
theory that the intention on the date of 
purchase is controlling. Latest deci- 
sions® abide by this rule and tend to 
underline a conflict hitherto unresolved. 
That the Regulation under the 1954 
Code will decide between the theories 
of the Appleby and Union Bed & Spring 
Company cases, is hardly likely. The 
Commissioner has shown, especially in 
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the Phipps case, supra,® that he follows 
the theory that produces the highest tax. 


The rule we get 

In the light of the present trend of 
Tax Court decisions, the guiding rule 
will have to be stated as follows: If 
property is bought with the intention 
of moving the house standing on it, to 
abandon or to sell it and to erect an- 
other structure in its place, moving ex- 
penses paid would be added to the 
cost of the land and proceeds of a sale 
of the moved house would tend to de- 
crease the initial If the 
decision to move a building is arrived 
at independent of any purchase of land 
and building, if it is made at a later 
date, any moving expenses would be 
deductible and proceeds of the sale of 
the house would give rise to gain or 
loss based on the adjusted basis of the 


investment. 


building. 


Leaving an empty lot 


Suppose a house is moved to a dif- 
ferent location and the land left vacant, 
or a factory or a car dealer can move a 
house to enlarge parking facilities. A 
house can be moved because highway 
authorities condemn the land for the 
highway. Another 
case concerns the moving of a house 


construction of a 


in order to prevent flood damage. 
The question whether moving ex- 
penses have to be capitalized is largely 
decided by Section 263. (Section 24 
(a) (2) 1939 Code). “Any amount paid 
out for new buildings or for permanent 
improvements or betterments made to 
increase the value of any property” is 
not deductible in computing taxable in- 
come. Court decisions have gone be- 
yond the text of this section of the 
Code and have disallowed the deduc- 
tion of expenses even where they did 
not result in an increase in value of the 
property!® as long as the property is 
adapted to a better use by the improver. 


Moving machinery 

allow the de- 
with 
moving machinery; some decisions have 
limited the scope of permissible deduc- 
tions.12 But property 
moved is a building, the decisions, like 
Bullock, Darlington Veneer, do not dis- 


Numerous decisions!! 


duction of expenses connected 


whenever the 


[Mr. Herzberg is a certified public ac- 
countant practicing in Newark, New 
Jersey. He is a member of the Ameri- 
can Institute of Accountants. ] 
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cuss the possibility of deduction, but 
consider disallowance a foregone con- 
clusion without making any distinction 
under the prevailing circumstances. 
Even the dismantling, removing and 
re-erection expenses for a radio broad- 
casting tower were disallowed although 
the tower was moved to ensure a better 
reception by listeners.1% 

There is no Revenue Ruling that 
would prohibit a deduction as a busi- 
ness expense! if the building is moved 
to meet a business need and to make 
room for a lot used in taxpayer’s busi- 
ness. 


Involuntary moving 


A different approach is necessary if 
a house is moved in connection with 
the condemnation of land for the build- 
ing of a turnpike or highway. The ques- 
tion is whether the severance damages 
expended for moving a house constitute 
the acquisition of property similar or 
related in service or use to the property 
involuntarily converted within the 
meaning of Section 1033 (112(f) Code 
1939). 


This case has been dealt with by 
Revenue Ruling 53-271. -It-held that all 
monies expended for the purpose of 
placing a farm in the same operating 
condition as it was prior to condemna- 
tion will constitute the acquisition of 
similar property or property related in 
service or use to the property involun- 
tarily converted. The ruling expressly 
mentions monies expended for work 
that normally would be of a capital 
nature like digging wells, draining 
swampland, erecting fences and sheds 
and planting trees. There is no reason 
why the moving expenses for a house 
should not be included in this list. 

Still another case involves the ex- 
pense of moving a building to prevent 
damage from floods—Revenue Ruling 
53-90.45 Referring to O.D. 698, C.B. 3, 
159 (1920), the ruling stated that the 
expense incurred in moving a structure 
back from the original location to pre- 
vent damage is a capital expenditure. 
This cost is to be added to the cost of 
the building (not the land) since the 
removal to a safer location presumably 
increases its value. * 


Ninth Circuit upholds an industry’s 


traditional accounting practices 


W HEN THE NINTH CIRCUIT overruled 

the Tax Court in the Pacific Grape 
Products case, it gave strong and wel- 
come evidence that accounting methods 
of the taxpayer will be followed if they 
are consistently applied and clearly re- 
tect income. (CA-9, No. 13,561, 2/10/ 
55, overruling 17 TTC 1097). 

In this case the Commissioner had 
held (and was supported by the Tax 
Court) that it was not proper for the 
taxpayer to report accrued income from 
sales of goods which were not shipped 
and not ready for delivery. It was main- 
tained that title had not passed and that 
until it could be demonstrated ade- 
quately that title passed, the accrual of 
income on the books did not clearly 
reflect income. The taxpayer contended 
that because of the contractual arrange- 
ments and trade practices involved title 
had passed; and even if it had not, its 
method of accruing sales clearly re- 
flected income and should be recognized 
for tax purposes. 

The Circuit Court in its opinion con- 
curred with the taxpayer and pointed 


out that the intent of the parties, the 
nature of the goods, the trade practices, 
and the contractual arrangements made 
it clear that title had passed. While this 
would have sufficient basis on 
which to render its opinion, interestingly 
enough, the court went further and 
stated: 

“We are of the opinion that the peti- 
tioner’s method of accounting clearly 
and accurately reflected its income 
wholly apart from the question whether 
title to the goods did or did not pass to 
the buyers on the dates of billing.” 

This part of the decision may have 
interesting implications for it may give 
greater latitude in the determination of 
the point at which income and expenses 
are accrued. 

The tax court had not only main- 
tained that income accrued on the sales 
only at the point of the technical pas- 
sage of title but held further that the 
related expenses for freight and bro- 
kerage accrued only when the shipments 
were made, and thus the liabilities fixed. 
The Circuit Court held that the liabili- 
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ties became fixed and certain on the 
earlier date on which the shipments 
were bilied and recorded in the accounts 
and that the amounts could be esti- 
mated with reasonable accuracy. Ref- 
erence to the fact that taxpayers should 
“keep their books and make their re- 
turns according to scientific principles, 
by charging against income earned dur- 
ing the taxable period, the expenses in- 
curred in and properly attributable to 
the process of earning income during 
that period” (U.S. v. Anderson 269 U.S. 


422) seems to indicate the court’s em- 
phasis on consistent and logical account- 
ing practices without reference to tech- 
nical legal requirements. Thus this case 
may prove of interest to those corpora- 
tions who may be required to establish 
the fact that they are following consist- 
ent accounting principles in accruing 
estimated expenses which are properly 
deducted from accrued and recorded 
income. Now that Section 462 has been 
repealed this decision may be of unique 
value to certain taxpayers. * 
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Prepaid rentals taxable in year received. 
Taxpayer on the accrual basis leased 
lots to a related corporation. In 1948 
it received $42,000 from the lessee 
which it recorded as prepaid rent. The 
Commissioner held that the prepayment 
was taxable income in the year received. 
Taxpayer contended that the funds 
were not in fact rentals but an advance 
to enable it to acquire additional real 
estate for the lessee. The court held the 
payment taxable inasmuch as there was 
no earmarking of the fund; it could have 
been used for any corporate purpose. 


larold Bell Co., TCM 1955-103. 


Corporation acting through nominee 
must report all his transactions. A corpo- 
ration, unable to ship to a foreign coun- 
try because of its import regulations, 
shipped under the trade name of one of 
its officers. The corporation paid all 
expenses, kept all the records, and re- 
ceived all the profits. The individual 
proprietorship is considered as a mere 
conduit or nominee and need not report 
any of the transactions. The corporation 
remains taxable in all of the income 
realized. Rev. Rul. 55-234. 


Covenant not to compete included in 
purchase contract of bagel bakery to 
guarantee good will sold, not depreci- 
able by buyer. Taxpayer purchased a 
bagel business for $13,800. The contract 
contained a restrictive covenant against 
competition for a term of 5 years. Tax- 
payer attributed $12,800 of the price to 
this covenant which it sought to depre- 
ciate over 5 years. The court disallowed 
the depreciation deduction as there was 
no consideration specially paid for the 
covenant. The covenant was held to be 
part of the good will and as such non- 
depreciable. D&H Bagel Bakery, Inc., 
TCM 1955-100. 


Transaction is present sale with de- 
ferred payment where purchaser of- 
fered cash and later gave notes. [ Acqui- 
escence.] In July 1948 taxpayer made a 
sale to a purchaser who was to pay cash 
on receipt of invoice. In November tax- 
payer agreed to take the payment in five 
equal installments although he did not 
regularly sell on the installment basis in 
1948. The customer gave taxpayer five 
notes one of which was paid in 1948 
and four in 1949. The Court held the 
sale was a present sale with deferred 
payment and not on installment sale. 
The five notes given in 1948 and treated 
on taxpayer's books as having full face 
value constituted payment in 1948 and 
not income in 1949 as contended by 
Commissioner. Greenspon (see below). 
Sale by partnership of inventory of pred- 
ecessor corporation ordinary income. 
Taxpayers, stockholders of a corporation 
whose inventory consisted of industrial 
pipe, liquidated the corporation and 
formed a partnership to dispose of the 
pipe. The profit from the sales of the 
pipe (127 sales in 1947 and 11 in 1948) 
was held to be ordinary income from 
the sale to customers in the ordinary 
course of business since the method 
used to sell the pipe was the same as 
that used by the corporation and was 
made to the same customers. This was 
not a sale in one lot or by auction as 
ordinarily is done on liquidation. Louis 
Greenspon, 23, TC 138 Acq., IRB 1955- 
7,3. 


Gain from sale of subdivided lots ordi- 
nary. Taxpayers owned a 191/, acre 
tract of unimproved land which they 
had acquired for residence, to use for 
truck farming, and as a long-term in- 
vestment. They leased it (because of 
city restrictions on truck farming) on 
share-cropping arrangement. The rent 
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covered only about 1/, of the taxes on 
the property. The tract was divided into 
25 lots, a successful selling campaign 
conducted and a profit of $4,000 was 
realized. The trial court held gain tax- 
able as ordinary income since sales 
made in regular course of taxpayers’ 
trade or business. Ninth Circuit affirms. 
Shearer, CA-9, 4/22/55. 


Ordinary income on sale of houses 
received in liquidation. In a brief state- 
ment of fact and conclusion of law, the 
court holds that houses held by a mort- 
gage company and distributed to its 
stockholders in kind were held by the 
stockholder for sale to customers. The 
stockholders themselves were in the 
building business. Kranz, DC, SD, Cal., 
4/14/55. 


Subdivided lots acquired by inheritance 
are capital assets. In 1926 taxpayer in- 
herited from his mother mortgages on 
subdivided lots. In 1938 he purchased 
from his sister others she had inherited. 
The mortgages were foreclosed in 1938. 
The extent of taxpayer's sales activity 
in connection with lots was to erect “for 
sale” sign on one subdivision and run 
advertising in local newspapers for 
about one year. Between 1938 and 1946 
relatively few lots sold each year. By 
1947 as result of expansion of town 
many more lots were sold. Such sales 
were in no way due to activities of tax- 
payer or his agents, but solely due to 
expansion. A few lots were auctioned in 
1949. Taxpayer never bought or sold 
real estate for others and bought only 
4 lots himself in one of the subdivisions 
as a protection to his home property. 
Holding that it would be difficult to 
conceive of the sales being made 
with less activity, court found that the 
lots were not held for sale in ordinary 
course of taxpayer’s trade or business. 
They were capital assets. McConley, 
Ct. Cl. 5/3/55. 


Ordinary loss on bonds purchased for 
collateral. Taxpayer entered into con- 
tract with government of Finland, 
which required U.S. Government bonds 
be deposited in escrow as security for 
performance. Taxpayer had to borrow 
funds for purchase of bonds. Interest 
accruing on bonds while in escrow were 
reported as income by taxpayer. The 
bonds were released from escrow upon 
performance of contract and sold at loss 
by taxpayer. The Tax Court is affirmed 
in its conclusion that since the pur- 
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chase and sale of the bonds was merely 
an incident in the carrying on by the 
petitioner of its regular business, the 
loss on their sale was deductible as an 
ordinary and ‘necessary business ex- 
pense and not merely as capital loss. 
One dissent. The Bagley & Sewall Co., 
CA-2, 4/21/55. 


Water rights underlying land are real 
property. Rights to water underlying 
land are an interest in real property. 
Such rights when used in a trade or 
business and held over 6 months qualify 
as Sec. 117(j) assets. (Sec. 1231 of 
1954 Code.) Rev. Rul. 55-295. 


Gain on defense rental housing sold is 
ordinary. Taxpayer built or acquired 66 
houses in *43 and 44 for rental to de- 
fense workers. 34 of these houses were 
sold in 1945 after restrictions had been 
lifted, and 16 in 1946. Taxpayer had 
built houses for sale in years before and 
after those involved. The court decided 
that this as well as the concentration of 
sales indicated that the taxpayer held 
them for resale in ordinary course of 
business. Thus gain on their sale is ordi- 
nary income. Winnick CA-6, 4/28/55. 


Business capital gain included in full in 
computing $50,000 hobby loss. Tax- 
payer sold breeding cattle at a gain, 
which, the Circuit Court decided, was 
capital. Now the Tax Court must de- 
cide whether part of taxpayer’s deduc- 
tions for the cattle business must be 
disallowed as constituting a loss in ex- 
cess of $50,000. This would be re- 
quired if only 50% of the capital gain 
is included in this computation. Noting 
that the question had not been presented 
previously, and that the law regulations 
and legislative history are silent, on the 
theory that the disallowance was never 
intended to apply to a business actually 
operating at a profit, the Court holds 
that the entire income must be included. 


James M. McDonald, 23 TC No. 133. 


Long term capital gain on sale of stock 
interest. The court found as a fact that 
taxpayer owned a 10% interest in corpo- 
rate stock for more than 6 months. Gain 
on the sale was therefore long term 
capital gain. Berman, TCM 1955-113. 


Ordinary loss on premature redemption 
of Treasury Bonds. Redemption before 
maturity of 21!/,% Treasury Bonds, 
series A-1965, below face value, con- 
stitutes an adjustment of interest pre- 
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viously taxed to the holder, and gives 
rise to an ordinary loss in the year of 
redemption. Rev. Rul. 55-274. 


Allocation of cost of citrus grove. Tax- 
payer purchased a citrus grove for 
$320,000. A cost of $57,500 was allo- 
cated to the immature crop to be offset 
against subsequent sales proceeds, and 
the balance was allocated to the land 
and trees. Day, TCM 1955-118. 


Basis of property distributed out of 
corpus. A life beneficiary with a power 
of appointment appointed the corpus of 
a trust to himself. The basis of the 
property is the same as it was in the 
hands of the trustee. Rev. Rul. 55-293. 


Joint venturer taxable on income when 
earned though associate concealed it. 


[Acquiescence.] Taxpayer as a joint 
venturer was entitled to profit in 1933. 
This was not discovered until 1939 and 
was collected by his executor in 1944. 
The Court holds the income taxable in 
1933. Goldberger Estate, 18 TC 1233. 
Acq. IRB 1955-14, 6. 


Can't value inventory at retail price. 
Use of retail prices for valuing inven- 
tories is not an acceptable method. It 
is not the same as the “retail method” 
of inventory, which involves determin- 
ing cost by removing the mark up from 
the retail price. Rev. Rul. 55-285. 


Opening inventories must be allowed in 
shift from hybrid to accrual method. 
[Acquiescence.] In putting a farmer on 
the accrual basis (he had reported on 
a hybrid method) collections in Janu- 





DEPRECIATION & 


No deduction for purchase of leased 
premises, improved by taxpayer-tenant, 
but depreciation allowable. The tax- 
payer-tenant purchased real property 
it had previously leased and on which 
it had built a loft building at its own 
cost during the lease. The lease had 
provided that the building was to 
belong to the taxpayer only as long as 
the lease was in force, and, at the termi- 
nation, was to be razed or surrendered 
to the landlord. Just prior to the sale, 
the lease had been renewed by the 
tenant. It argued that the lease was 
onerous and it really bought only the 
land. Therefore, the difference between 
the purchase price and value of the 
land alone should be deductible as an 
ordinary business expense. In rejecting 
this contention, the Court held that the 
fundamental nature of the investment 
may not be changed from the acquisition 
of a capital asset to mere removal of a 
burden, whether or not the lease was 
onerous. It further held that the pur- 
chase price may not be amortized over 
the remaining term of the now non- 
existent lease. The purchase price of 
the building may be amortized over its 
useful life even though its original cost 
previously had been written off. Case 
remanded for determination of por- 
tion of purchase price allocable to build- 
ing. Millinery Center Building Corp., 
CA-2, 4/14/55. 


Construction of golf course green not 
depreciable. The original construction 


AMORTIZATION 


cost of greens on a golf course is a capi- 
tal expense not subject to depreciation. 
The subsequent operating expenses for 
seed, sod and soil are deductible. Rev. 
Rul. 55-290. 


Depreciation on patents and engineer- 
ing rights disallowed where no basis 
shown. Taxpayer contended it was en- 
titled to depreciation deductions in 
1943 and 1944 for patents and engi- 
neering rights transferred to it in 1940 
in exchange for capital stock. The court 
found the record inadequate to es- 
tablish any basis for the assets whether 
the exchange was originally nontaxable 
(so that taxpayer was entitled to a 
carryover basis), or taxable (so that 
taxpayer acquired a new cost basis). In 
the absence of proof of any basis de- 
preciation was disallowed, and the 
assets could not be included in equity 
invested capital for purposes of EPT. 
Gunning, Inc. TCM 1955-106. 


Planted pasture has limited life; pur- 
chase cost amortizable. In 1945 tax- 
payer purchased a ranch with 200 
acres of permanent pasture. $15,000 of 
the cost of the ranch was allocated to 
the pasture which was not natural 
growth but had been planted. Replant- 
ing was necessary every ten years. 
When purchased in 1945 the pasture 
had a remaining life of 5 years. Tax- 
payer is allowed depreciation of the 
$15,000 cost over a useful life of 5 
years. Johnson, DC Cal., 3/19/55. 
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ary for cattle sold in the prior Decem- 
ber must be treated as realization of 
an asset—not the receipt of income. The 
opening inventory must include cer- 
tain wheat owned then and sold during 
the year. SoRelle 22 TC 459. Acq., IRB 
1955-17, 6. 
Interest on “future payments fund” 
taxable on cash basis as applied; on 
accrual as earned. Borrowers from Fed- 
eral Land Bank may deposit “future 
payment funds” for future application 
on their indebtedness to the bank. The 
interest earned on such funds must be 
reported as income on the cash basis 
when the funds are applied to the loan. 
On the accrual basis, interest is to be 
reported as earned, and if on final ap- 
plication there is a change in the inter- 
est rate, the difference between that re- 
ported and that allowed constitutes ordi- 
nary income or loss in that year. Rev. 
Rul. 55-254. 


Legal fees allocable to recovery of in- 
come deductible. [Acquiescence.] A\l- 
though title to rental property was in 
his sister's name, taxpayer and the sister 
treated it as jointly owned, and he 
made payments on the mortgage. In 
1945 the sister conveyed the property 
to herself and her husband as joint ten- 
ants. The taxpayer sued to establish 
his half interest in the property and 
for income plus money paid on the 
mortgage. In the lower court he won 
judgment for the mortgage principal 
and interest he paid. On appeal he was 
found a joint owner and got title and 
Taxpayer, on the cash 
basis, deducted in the year under re- 


some rentals. 


view, the legal fee for the lower court 
trial. The Tax Court allowed as a de- 
duction that portion of the legal fees 
allocable to the recovery of interest and 
rental income. Expenses applicable to 
the recovery of income are deductible 
even though recovery is dependent on 
the establishment of title. Daniel S. W. 
Kelly, 23 TC No. 90, Acq., IRB 1955- 
19. 


Louisiana sales tax. Retail sales tax of 
Louisiana, paid on goods purchased 
for use in a trade or business is deduc- 
tible as a tax and cannot ordinarily be 
capitalized. The tax deduction is avail- 
able in arriving at adjusted gross in- 
come. Rev. Rul. 55-267. 


Levy by special taxing district in Colo- 
rado deductible. Annual taxes levied by 


Moffat Tunnel Improvement District of 
Colorado qualify as deductible taxes 
under the 1954 Code. Under the 1939 
Code they are deductible only to the 
extent allocable to maintenance or in- 
terest charges. Rev. Rul. 55-284. 


Officer's travel cost for legislative ob- 
servation allowed. [Acquiescence.] 
Taxpayer, a beverage company, was 
permitted to deduct the cost of send- 
ing an officer to follow closely the prog- 
ress of a proposed tax law to be sure 
it applied ratably to all distributors. 
Smoky Mountains Beverage Co., 22 TC 
1249, acq., IRB 1955-19. 


Donor taxable on interest on savings 
bond transferred to co-owner. A pur- 
chased U. S. savings bonds with his 
own funds and had them registered in 
the name of A and B as co-owners. 
Later he had them reissued in B’s 
name as a gift. The interest accrued on 
the bonds before reissue is taxable to 
A in the year of gift except to the ex- 
tent previously reported as income. Rev. 
Rul. 55-278. 


Roadway construction not an operating 
expense. Cost of constructing a perma- 
nent roadway in a rental property de- 
velopment is a capital expenditure. 
Rev. Rul. 55-253. 


Attorneys’ fees deductible for tax case 
where fraud penalties were feared. 
[Non-acquiescence.] Taxpayer was per- 
mitted to deduct fees to attorneys who 
advised him and consulted with the 
Intelligence Unit. The Tax Court 
pointed out that not until after these 
attorneys’ services ended was the tax- 
payer indicted and fraud penalties as- 
serted. Five dissents. Hymie Schwartz, 
22 TC 717. Non-Acq. IRB 1955-13,5. 


Corporation allowed deduction for un- 
paid salaries constructively received by 
officers. The taxpayer accrued salaries 
of its stockholder-officers but did not 
prove that payment by note was made 
within two and one half months. The 
Tax Court finds the salaries construc- 
tively received—they were voted by the 
Directors within the year; cash was 
available and the officers reported them 
on their returns. Platt Trailer Company, 
Inc., 23 TC No. 185. 


“Overhead expense” disability insurance 
recoveries are taxable, premiums de- 
ductible. Recoveries on insurance poli- 
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cies which provide reimbursement for 
overhead expenses in cases of prolonged 
disability of the insured constitute tax- 
able income. As the policies are strictly 
for business purposes and do not com- 
pensate insured for personal injuries or 
sickness, the premiums are deductible 
business expenses. Rev. Rul. 55-264. 


Contributions to family-controlled char- 
ity allowed. The son and wife of the 
taxpayer and another person are trus- 
tees of a charitable trust. The Commis- 
sioner was in error in disallowing tax- 
payers contributions to the trust. Barber 
v. Edwards, Admr., DC Ga., 4/4/55. 


Rental paid to a controlling stockholder 
held excessive. The president and con- 
trolling stockholder of a mortuary cor- 
poration negotiated on its behalf for 
the lease of a mortuary. As the prospec- 
tive lessor was unwilling to lease to a 
corporation, the president entered into 
the lease in his own name. The lease 
provided for a monthly rental of $200. 
He then subleased the property to his 
corporation at $1,000 a month. The 
court affirmed the findings of the Tax 
Court that the sublease was not at arms 
length and that the corporation’s rental 
payment in excess of the amount stipu- 
lated in the original lease to the presi- 
dent was an unreasonable expense and 
not deductible. Utter-McKinley Mortu- 
aries v. Comm., CA-9, 4/4/55. 


Losses on contracts with wholly-owned 
corporations are capital contributions. 
Taxpayer was a building contractor. 
He owned two corporations engaged in 
developing rental housing projects. He 
contracted with his corporations to con- 
struct housing projects and in each 
case his costs exceeded his contract 
price. Some of the excess costs were 
reimbursed, but the unreimbursed por- 
tion, some $146,000, was deducted as 
a business loss. The court disallowed 
such loss holding that the corporations 
were taxpayer's alter ego and the con- 
tracts with them were not at arm’s 
length. The excess expenditures con- 
stituted a contribution to capital in- 
creasing taxpayer's basis of his invest- 
ments. Johnson, 24 TC No. 15. 


Jury finds taxpayer bought property 
without intention to demolish. Loss on 
demolition allowed. Taxpayer brought 
suit for refund arising out of the dis- 
allowance of a loss on the demolition of 
buildings. The court charged the jury 
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that if he bought the property with the 
intention to demolish the buildings and 
erect a theatre (he had contracted to 
build and rent a theatre) the loss was 
unallowable. If.he bought the property 
as an investment or speculation and 
with no intent to demolish, the loss is 
allowable. Verdict for the taxpayer. 
Merritt, DC Ala., 3/29/55. 


Life insurance reserves. Where a life 
insurance company has an option to 
renew health and accident policies it 
cannot include actuarial reserves main- 
tained to cover renewal obligations for 
such policies in its “life insurance re- 


serves.” Rev. Rul. 55-256. 


Insurance company dividends not de- 
ductible unless definite. Insurance com- 
panies qualifying for the deduction for 
dividends paid or declared to policy- 
holders can deduct either the amount 
definitely paid or a reasonably accurate 
estimate of the amount to be paid. De- 
duction for dividends declared in an 
undetermined amount will be denied. 
Rev. Rul. 55-300. 


Mississippi tobacco tax deductible by 
taxpayer. The Mississippi tax on sale, 
possession, or use of cigarettes, cigars 
and tobacco is deductible by the con- 
sumer or ultimate user to the extent 
tax is paid to vender. If unrelated to 
business, it is deductible from adjusted 
gross income in arriving at taxable in- 
come. Rev. Rul. 55-289. 


Contributions to bring convention to 
city are business expense. Contributions 
by businesses to a committee organized 
to bring a national political conven- 
tion to the locality are deductible as 
business expenses. Rev. Rul. 55-265. 


BAD DEBTS 


Bad debt deduction denied in absence 
of proof of worthlessness. Taxpayer 
loaned a customer of his corporation 
over $41,000 so that the customer could 
pay its debts to the corporation. The 
loan was evidenced by notes and se- 
cured by deeds of trusts and the per- 
sonal endorsement of an officer. As 
taxpayer offered no proof that the debt 
became worthless in 1948, a deduction, 
whether for a business bad debt or a 
nonbusiness bad debt, was denied. Tax- 
payer failed to show that the security 
was foreclosed, or that it was insufficient 
to pay the debt, or that demand for 
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payment was made on the maker or 


endorser. Fellabaum, TCM 1955-98. 


Taxpayer held an investor not a finan- 
cier; doesn’t have a business bad debt. 
Taxpayer who was in the oil business, 
organized two soft drink companies to 
which he loaned substantial sums on 
open account. He later sold his stock 
in both companies and received a se- 
cured note for a compromised portion 
of the sums advanced. Taxpayer con- 
tinued to lend money to both com- 
panies after sale of stock, on interest 
bearing notes. In 1949 he claimed a 
bad debt loss. The court held a valid 
debtor-creditor relationship existed but 
that the debt could be deducted only 
as a nonbusiness bad debt, i.e., a short- 
term capital loss. The entire history of 
his business activities indicated that he 
was an investor and principal in the 
numerous businesses he financed. He 
was not a “financier” or in the business 
of making loans. 1949 was held to be 
the year of worthlessness as the debtor 
was foreclosed and its assets liquidated 
in that year. Wrather, TCM 1955-104. 


WHAT IS INCOME? 


Cancellation of debt constitutes income. 
Taxpayer was employed by a corpora- 
tion which owned insurance policies on 
his life. In 1943 it transferred the poli- 
cies to him and set up a receivable on 
its books for the amount of the cash 
surrender value. In 1949 the receivable 
was written off to surplus on the cor- 
porate books. The Court refused to 
accept taxpayer's theory that the 1943 
transfer of the policies was a gift and 
the entry of a receivable merely an 
accounting error. The cancellation of 
the debt was income to the taxpayer. 
L. F. Grau, TCM 1955-79. 


Commissioner didn’t prove “bargain” 
in stockholders purchases from corpora- 
tion. Taxpayers were stockholders in a 
medicinal clinic. They purchased rental 
property from the clinic at its book 
value of $22,000. The Commissioner 
determined the fair market value of 
the property to be $26,000 and in- 
creased the income of the taxpayer- 
stockholders by $4,000. As the Com- 
missioner failed to offer any evidence 
to contradict taxpayer’s testimony that 
the property wasn’t worth more than 
book value, the court found the fair 
market value of the property not in 
excess of $22,000. Dial, 24 TC No. 16. 


Stock received on sale is income even 
though left as security. Taxpayer, a 
building contractor reporting profits on 
the installment basis, sold notes secured 
by mortgages to a building and loan as- 
sociation for cash and association stock. 
The stock was then pledged with the 
association as additional collateral for 
the notes. The issuance of the stock 
constitutes income to the taxpayer in 
the year of sale. Rev. Rul. 55-292. 


Withdrawal penalties are all income to 
B & L Assn. Prior to 1952 Federal Build- 
ing and Loan Associations were not 
subject to U.S. income tax. The Service 
holds that penalties, charged to share- 
holders who withdraw prior to maturity 
of their shares, are all income at the 
time charged to shareholders, even 
though the penalty is computed as a 
portion of all dividends, including those 
prior to 1952. Rev. Rul. 55-117. 


Attorney's fees are income when re- 
ceived despite claim of share by an- 
other. In 1950, taxpayer was allowed 
and paid $30,000 in legal fees in con- 
nection with two estates. In 1952, he 
paid another lawyer about $4,000 in 
settlement of his claim for $20,000. The 
Court holds the entire amount taxable 
when received, under the “claim of 
right” doctrine. Claimed bad debt not 
allowed because of failure of proof of 
worthlessness. Samuel H. Liberman, 
TCM 1955-69. 


Gross income as reported controls 5 
year statute. The Commissioner con- 
tended that because taxpayer omitted 
25% of his gross income, the five-year 
statute of limitations applies and the 
assessments are timely. The Court holds 
that gross income from the business 
means gross receipts less cost of goods 
sold, as computed by the taxpayer. 
Testimony that the taxpayer errone- 
ously included ordinary expense items 
in cost of goods sold is therefore irrele- 
vant. Since omitted income exceeded 
25% of the gross income reported, the 
five-year statute of limitations applies. 


H. Leslie Leas, 23 TC No. 184. 


Triple damage in anti-trust litigation 
taxable. In an opinion covering two 
cases, the Supreme Court holds that 
exemplary damages for fraud and triple 
damages for anti-trust violation consti- 
tute taxable income under Section 22 
(a). The Court holds that statuotory 
definition of gross income is all-inclu- 
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sive. The famous definition in Eisner v. 
\facomber as “gain derived from capi- 
tal or labor, or both” is not to be con- 
sidered as excluding items such as 
this, though it derives from neither. 
Glenshaw Glass Company v. Comm; 
General American Investors Co., Inc., 
v. Comm., Sp. Ct. 3/28/55. 


Farmer does not realize income by gift 
of produce. [Acquiescence.] Taxpayer, 
a farmer, did not realize income by 
aking a gift though the cattle were 
used in his business. Farrier, 15 TC 277. 
{cqg., IRB 1955-17, 6. Farmer did not 
realize income by a gift of farmland 
with a mature crop on it to his children. 
SoRelle, 22 TC. 459. Acq., IRB 1955- 
it; o. 

INVOLUNTARY CONVERSIONS 


Voney received for oil and gas rendered 
immovable constitute long-term gain; 
conversions. _[ Acquies- 
cence.] Taxpayers, partners in an oil 
and gas drilling business, sued a re- 
cycling plant owner and operator for 
damages to oil in place underneath two 
oil leases of which they were part 


involuntary 


owners. The judgment received was 
settled by agreement. Taxpayers claimed 
the proceeds from the settlement con- 
stituted gain from involuntary con- 
version of property used in a trade or 
business and a Section 117(j) long- 
term capital gain. The Court sustained 
them stating the judgment was for oil 
in place since the jury had found the 
oil had been rendered unextractible al- 
though it was still in the ground. The 
Commissioner contended it was de- 
struction of part of the taxpayer’s prop- 
erty. Walter A. Henshaw, 23 TC No. 
24. Acq. IRB 1955-13, 5. 


financed by borrowing 
prior to award was involuntary conver- 
[Acquiescence.] Taxpayer bor- 
rowed money to replace property and 


Replacement 
sion. 


upon receipt of the award, used it to 
repay the loan. The Court held that the 
award was used for the replacement 
within the terms of the statute. (See 
Rev. Rul. 55-180, below. Ed.) Leon 
Strauss, 22 TC 140. Acq. IRB 1955-138, 


) 


financed by borrowing 
prior to award can qualify as involun- 
conversion. Prior to 1951 relief 
under the involuntary conversion provi- 


Replacement 
tary 


sions was allowable only if the proceeds 


of the award could be traced to the 
replacement. IT 3827 held that no relief 
was allowable if the replacement was 
made before the receipt of the award. 
However, in the Straus case (Acq. 1955- 
IRB 18, see above), The Tax Court 
held that relief was allowable when tax- 
payer financed the replacement with 
borrowed funds and the award could 
be traced to the payment of the loan. 
The Service now holds that replacement 
in anticipation of award financed by 
borrowing will not bar relief if the 
award can be traced to repayment of 
the loan. Rev. Rul. 55-180. 


Involuntary conversion—land cleared 
for construction similar to land with 
partly usable building. [ Acquiescence.] 
Taxpayer had cleared land and was 
about to proceed with construction 
when the land was condemned by the 
city. It used the proceeds to buy stock 
of a corporation owning land, on which 
there was a building. It made extensive 
structural changes in adapting the build- 
ing. The Commissioner contended that 
for the purpose of the involuntary ex- 
change provisions, the properties were 
not similar—in that one was improved 
and the other not. The Court holds that 
for all practical purposes of function, 
use and purpose, they were similar and 
112(f) applies. Gaynor News Company, 
22 TC 1172. Acq. IRB 1955-13, 5. 


OTHER DECISIONS 


Balance of purchase price of stock paid 
when worthless is a capital loss then. 
Taxpayer claimed an ordinary loss de- 
duction for worthless stock in 1945. 
The court held that since the corpora- 
tion was out of existence by 1942, the 
stock became worthless prior thereto. 
However, taxpayer’s alternative claim 
that he suffered a capital loss of $5,200 
in 1944 when he was required to pay 
the balance of his original capital sub- 
scription was upheld. He couldn’t have 
claimed this loss prior to payment. The 
capital loss in 1944 was therefore avail- 
able as a capital loss carryover to later 
years. Boyer, TCM 1955-105. 


To be taxable as a mutual insurance 
company, control must be in policy 
members. To qualify as a mutual in- 
surance company under Sec. 207 of the 
1939 Code, there must be democratic 
ownership and control by the policy 
members. Where shareholders who are 
not required to be policy holders have 
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voting rights and representation on the 
board equal to the policyholders, and 
also share in the profits based on their 
stock ownership, there is lacking the 
required democratic ownership and con- 
trol. Rev. Rul. 55-240. 


Patronage rebates of a taxable coopera- 
tive excludable from income; it was 
contractually obligated. Taxpayer or- 
ganized under the general corporation 
laws of California, and operated a 
wholesale hardware business as a co- 
operative. Neither the articles of in- 
corporation nor the by-laws required 
the payment of patronage rebates to 
its stockholder-members. However, by 
resolution of the stockholder-members 
in 1930, it was agreed that all net earn- 
ings were to be distributed in propor- 
tion to the business done with each. 
In each year thereafter it distributed its 
income to 
tificates representing each member's 
share of the profits. The court held that 
the refunds 


members by issuing cer- 


members 
could be excluded from the corporate 
income. There was a binding obligation 
with each distribute re- 
funds at the time the members trans- 
acted business. The resolution adopted 
in 1930 was tantamount to a by-law pro- 
vision. Distribution in the form of re- 
deemable certificates was as effective as 
cash payments. Southwest Hardware 
Co., 24 TC No. 12. 
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Will IRS at last give proper 


recognition to deferred compensation? 


1) umors persist that the Service will 
R withdraw the non-acquiescence in 
Commissioner v. James F. Oates, 207 
F.2d 711 and recognize deferred com- 
pensation as one of the facts of life. (In 
Oates, a cash insurance agent, 
about to retire, into a 
agreement stretching over a longer pe- 
riod his renewal commissions on poli- 
cies written during his active service. 
The Seventh Circuit upheld his right 
to report commissions as received under 
the new agreement, rather than in the 
larger amounts he would have received 
had the old agreement remained in ef- 
fect.) Whether the rumored action will 
go beyond the mere withdrawal of the 
and lay out 
some guiding rules, the whisperers do 


basis 


entered new 


prior non-acquiescence, 
not say. It is almost seven years since 
the Bureau first stated that this subject 
was under comprehensive review, and 
that its official position would be set 
forth in a ruling. 


IRS allows only payment made 
Perhaps Rev. Rul. 55-212 may be re- 
garded as a straw in the wind. The 
Service there ruled that regardless of 
whether an employer is obligated to 
pay a pension to the widow of a de- 
. ceased employee over a period of years, 
or whether the payments are contingent 
upon events occurring in those years, 
deduction will be allowed only as pay- 
ments are actually made. This reverses 
the position taken in 54-625, which held 
that an accrual basis employer who was 
obligated to pay a pension to a widow 
of a deceased employee could deduct 
the amount of the obligation in the year 
in which it was incurred. The new rea- 
soning is that under Section 23(p) of 
the 1939 Code (now Section 404(b) ) 
payments made under any plan defer- 
ring the receipt of compensation are de- 
ductible only as and when made. And 


~ 


here is the recognition 55-212 gives de- 
ferred compensation arrangements: 

Thus, where a corporation 
pays pensions to such of its retired em- 
ployees and in such amounts as may be 
determined from time to time by the 
board of directors or responsible offi- 
cers of the company, or where a cor- 
poration is under an obligation, whether 
funded or unfunded, to pay a pension 
or other deferred compensation to an 
employee, there is a method having the 
effect of a plan deferring the receipt of 
compensation for which deductions are 
governed by section 23(p). If an em- 
ployer on the accrual basis defers pay- 
ing any compensation to an employee 
until a later year or years under a 
method having the effect of a stock 
bonus, pension, profit-sharing, or an- 
nuity plan, or similar plan deferring the 
receipt of compensation, he shall not be 
allowed a deduction until the year in 
which the compensation is paid. 

“The above-stated provisions of the 
regulations carry out the statutory pur- 
pose of not allowing deductions for de- 
ferred compensation payments until 
such compensation is actually paid. 
While the provisions of the regulations 
referred to do not specifically mention 
widow's pensions, the same considera- 
tions which govern the deductibility of 
pensions to retired employees would 
also apply in the case of widows’ pen- 
sions, since the basis of the deduction 
for a widow’s pension is that it repre- 
sents additional compensation of the 
employee, which has been deferred.” 
(Italics ours.) 


Benefit to employee 

This approach makes it more un- 
likely—-though not impossible—that the 
Service will attempt to tax the employee 
on deferred compensation at any time 
before he actually receives it. The com- 
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mentators, too, are leaning more to this 
position. See Rudick, “Compensation of 
Executives Under the 1954 Code,” 
January, 1955, Taxes, p. 7. w 


Deferred compensation plan 
should provide for death 


THIS IS A GOOD TIME to remember that 
deferred compensation arrangements 
may bear within themselves the seeds 
of their own destruction—if the contin- 
gency of death is not properly provided 
for. A reminder of what can happen 
here is furnished by Rev. Rul. 55-229, 
holding that a lump sum payment for 
accumulated leave earned by a de- 
ceased government employee is taxable 
income to the recipient under I.R.C. 
Sec. 691(a). Many a deferred compen- 
sation contract provides for a substan- 
tial lump sum payment in the event of 
the employee’s death. Since, as the rul- 
ing indicates, the entire amount of such 
a payment is taxable income (less only 
the estate tax attributable thereto, un- 
der Section 691(c)), a good part of 
the benefit from deferring the compen- 
sation may be lost. Consideration should 
be given to bequeathing the rights to 
such payments to two or more taxpay- 
ers, or to rewriting the contract so that 
the payments fall into two or more 
taxable years, or both. It will be found 
that integrating deferred compensation 
with the estate tax marital deduction is 
quite a job: if any deferred compensa- 
tion payments are bequeathed to a sur- 
viving spouse in marital deduction form, 
there is no estate tax attributable there- 
to, so that the income tax burden is 
that much greater. % 





New decisions ; 


Accrued leave tax exempt only if dis- 
charge or accrual of leave occurred 
prior to 8/1/46. The Armed Forces 
Leave Act of 1946 provided for income 
tax exemption of leave pay. However 
it applied to leave accumulated at 
August 31, 1946, or leave at discharge 
prior thereto. All other leave pay is 
taxable. Rev. Rul. 55-249. 


Awards in sales contests, paid to wives, 
taxable to salesmen. Prizes given by 
an employer in a sales promotion cam- 
paign to the wives of the successful 
salesmen constitute additional wages to 
the salesmen subject to FICA and in- 
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come tax withholding. Rev. Rul. 55- 


IRS has no jurisdiction to enforce em- 
ployees rights under pension plan. The 
enforcement of employees rights under 
an approved pension plan is of no con- 
cern to the IRS except to the extent 
that it must determine whether the plan 
in its actual operation meets all Code 
requirements. Rev. Rul. 55-297. 


Employee annuity contracts taxable 
when surrendered for cash, not when 
received. Purchase by an exempt pen- 
sion trust of an annuity (other than a 
contract containing an element of life 
insurance) for an employee whose 
rights in the contract are at the time 
fully vested does not give rise to tax- 
able income to the employee whether 
or not the annuity is distributed to him. 
Income will result when he surrenders 
the contract for its cash value. But long 
term capital gain treatment is not avail- 
able to him unless he surrenders the 
contract in the year in which it is dis- 
tributed to him. (Provided, of course, 
the contract is the total distribution 


paid in one year by reason of his sepa- 
ration from the service). Rev. Rul. 55- 
298. 


Joint pension plan of several employers 
is acceptable. A pension plan main- 
tained jointly by more than one em- 
ployer is not discriminatory merely be- 
cause the annual compensation used as 
a basis for determining employee eligi- 
bility or benefits is considered as the 
total received by that employee from 
all participating employers. There is no 
objection so long as there is a proper 
allocation of costs of the resulting bene- 
fits among the participating employers. 
Rev. Rul. 55-276. 


Pension plan favoring permanent em- 
ployees non-discriminatory. At incep- 
tion, a school’s pension plan, which 
was approved by the Commissioner, 
covered 110 rank and file employees 
and 5 officers. Of the initial contribu- 
tors to the plan, 8.4% were credited to 
the officers and 91.6% to the regular 
employees. Seven years later, as a re- 
sult of terminations, the only remain- 
ing participants in the plan were the 
5 officers and 5 rank and file employees. 
Because of ferfeitures being credited 
to the accounts of the remaining par- 
ticipants in addition to their regular in- 
terest in the fund, by 1951, 58% of the 


total funds had been credited to the 
officers and 42%. to the regular em- 
ployees. The court held the plan not 
inherently discriminatory. If there was 
any discrimination it was in favor of 
permanent employees as against un- 
permanent employees, but that is not 
the type of discrimination contemplated 
by the statute. Ryan School Retirement 
Trust, 24 TC No. 17. 


Compensation supported by past serv- 
ices held reasonable. A president of a 
jewelry business had been receiving a 
salary of $30,000 a year. After an in- 
capacitating illness, his salary was re- 
duced to $24,000 for 1952 and $18,000 
for 1953. The court found that the 
president’s services prior to 1950 were 
worth more than $30,000 a year, and 
allowed $10,000 as reasonable com- 
pensation for each of the years 1950- 
1952 in consideration primarily for past 
services rendered. Perel and Lowen- 
stein, Inc., TCM, 1955-115. 


Hospitalized servicemen may exclude 
up to $100 a week of pay while con- 
valescing. Under Sec. 105(d), a serv- 
iceman may exclude up to $100 a week 
of his pay while hospitalized. The ex- 
clusion applies even though he is con- 
valescing and does light work in the 
hospital. Rev. Rul. 55-245. 


Employer participating in industry-wide 
pension plan need not file complete 
data with returns. Where such contri- 
butions are based upon determinable 
factors such as man-hours worked, or 
units produced, the employer claiming 
the deduction need not support it by all 
the information specified in the regula- 
tions provided such information is 
furnished for the entire participating 
group by the trustees or employers 
association. Rev. Rul. 55-204. 


No income on exercise of stock option. 
[Acquiescence withdrawn]. Taxpayer 
was given an option to buy stock in his 
employer at a price close to market 
when the option was given. When he 
exercised it, the market price was sub- 
stantially higher. The Court found no 
taxable income in the year of exercise. 
Abraham Rosenberg, 20 TC 5. Acq. 
1952-2CB6; Non-acq. IRB 1955-13, 5. 
Charles E. Adams, 59 BTA 387. Acq. 
1939-1 CB 1; Non-acq. IRB 1955-13, 5. 


Bonds issued for unpaid salary not com- 
pensation but security. Taxpayers, who 
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were doctors, operated a medical clinic. 
Because of financial difficulties the 
clinic was unable to pay the doctors’ 
back salaries and other indebtedness 
amounting in 1945 to $120,000. The 
trustees (taxpayers and one of their 
wives) decided to issue to them secured 
negotiable bonds in the amount of the 
debts owed them. The bonds were held 
to be nothing more than additional 
security for the principal debts. Their 
fair market value was therefore not tax- 
able as compensation when received. 
The court also held that the doctors 
were not in constructive receipt of the 
salaries credited to their account in 
1944, The clinic showed a net deficit 
at the end of the year having used 
available funds to pay off a mortgage 
liability. Dial, 24 TC No. 16. 


Redemption of preferred at substantial 
gain is compensation. Decedent con- 
tracted with an advertising agency to 
join the firm and bring in substantial 
business in return for an option to buy 
new preferred stock at 25¢ a share. It 
was agreed that the stock would be re- 
deemed at $100 a share. Dividends 
were never paid on the stock, and the 
stock was redeemed in 1949 and 1950. 
The court denied capital gain treatment 
on the redemption. The issuance and 
redemption of the stock was merely a 
sham. As the gain on redemption was 
in fact compensatory in nature, it was 
to be treated as ordinary income. 


Aylesworth, 24 TC No. 18. 


Attorney's services in reorganization 
and as general counsel separate for 
Sec. 107. Taxpayer was attorney for a 
railroad in reorganization. He was also 
its general counsel. The ICC awarded 
him $20,000 in 1945 and $5,000 in 
1946 for services on the 1944 plan of 
reorganization. In 1946 he also received 
a separate award of $3,800 for services 
as general counsel. The 1944 plan was 
later abandoned, and taxpayer worked 
on a 1949 plan for which he received 
$35,000 in 1951. For purposes of ap- 
plying the long term compensation re- 
lief provisions of Sec. 107(a) each serv- 
ice was held separate and distinct hav- 
ing been so regarded by the ICC. For 
the 1944 plan, which was separate and 
distinct from the 1949 plan, he was to 
receive a total of $25,000, and since 
more than 80% or $20,000 was received 
in 1945, he was entitled to application 
of Sec. 107(a) in that year. Est. of 
Pierce, 24 TC No. 14. 
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Pennsylvania Supreme Court holds city 


can tax transaction outside state 


HEN THE PirrspurcH wholesale 
\ coal dealer, Wieman & Ward Co., 
sold coal in Ohio that was mined in 
Kentucky, a trial court held that the 
city of Pittsburgh could not tax the 
transaction. But the Pennsylvania Su- 
preme Court has reversed, says the 
deal is subject to the city’s mercantile 
license tax. Wieman & Ward is appealing 
to the U.S. Supreme Court. 

The case concerns the taxability for 
the purpose of the mercantile license 
tax for both the city and school district 
of Pittsburgh applicable to gross receipts 
on transactions involving an element of 
interstate In this case the 
Pennsylvania Supreme Court (March 
Term, 1955, 5-4-55) took the view that 
if there are sufficient local events not- 
withstanding an element of interstate 
commerce, that the tax should apply 
on such gross receipts. It is interesting 
to note the class of transactions the 
court includes, which are as follows: 

1. Sales to state buyer to be purchased 
by taxpayer out-of-state, and delivered 
to buyer’s customer out-of-state; 

2. Sales to state buyers to be pur- 
chased by taxpayer in-state and deliv- 
ered to buyer’s customers out-of-state; 

3. Sales to outstate buyer procured 
out-of-state and delivered to customer’s 
scales in-state; 

4. Sales to state buyers procured out- 
state and delivered to customers in- 
state; 

5. Sales to out-state customer pur- 
chased out-state and delivered at point 
in-state; 

6. Sales to out-state customer of coal 
mined in state and delivered at point 
within state. 

The court states that the mere fact 
that transactions may to some extent 
involve interstate commerce does not 
necessarily exempt them from local tax- 
ation. If there are sufficient local inci- 


commerce. 


dents to validate the tax, even though 
the total activities from which the trans- 
action arises may have incidental inter- 
state attributes, the tax will be sustained. 
The decision written by Chief Justice 
Harris Stern takes a very liberal atti- 
tude as to the validity of the tax. We 
quote from the opinion as follows: 

“The question is whether certain sales 
made by The Wieman and Ward Com- 
pany, a Pennsylvania corporation en- 
gaged in Pittsburgh in the business of 
wholesale dealer in coal, coke, and pig 
iron, are transactions the gross receipts 
from which are properly includible in 
computing the mercantile license taxes 
of the City of Pittsburgh and the School 
District of Pittsburgh or whether they 
are exempt therefrom because they in- 
volve interstate commerce. 

“The mercantile license tax of the 
City of Pittsburgh is imposed under an 
Ordinance which is authorized by the 
Act of June 25, 1947, P.L. 1145, as 
amended, and which provides, in the 
case of a wholesale dealer, for a tax at 
the rate of 1 mill on each dollar of the 
volume of his annual gross business. The 
mercantile license tax of the School Dis- 
trict is imposed by the Act of June 20, 
1947, P.L. 745, as amended, which pro- 
vides, in the case of a wholesale dealer, 
for a tax at the rate of 1/, mill on each 
dollar of the volume of his annual gross. 

“The Wieman and Ward Company 
filed with the City and the School Dis- 
trict combination mercantile tax returns 
for the years 1948, 1949, 1950, and 
1951, based on its annual gross intra- 
state business, and it duly paid the 
taxes thereon. The City and the School 
District, however, assessed the Com- 
pany additional taxes based upon sales 
in which certain interstate features were 
involved. The Company filed bills of 
complaint that the additional assess- 
ments be declared null and void. The 
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court below sustained its contentions, 
whereupon the City and the School 
District took the present appeals. 

“To summarize, therefore, we are of 
opinion that even though physical trans- 
portation of the coal is made in each of 
the classes in question across State lines 
and therefore involves the element of 
interstate commerce, there are, in each 
of the classes, sufficient local features or 
events to justify the inclusion by the 
City and the School District of Pitts- 
burgh of the gross receipts from such 
transactions in the measure of appellee’s 
business activities for the privilege of 
conducting which the mercantile license 
taxes are imposed.” we 


Maryland holds U.S. 


contractors taxable 


THE MARYLAND SUPREME Court has 
refused to apply the Kern-Limerick 
(347 U.S. 110) rule, holding that the 
Westinghouse Electric Co. is taxable 
on work done for the United States gov- 
ernment. Thus, articles manufactured in 
Maryland for the government under a 
contract which provided that progress 
payments should be made and that a 
lien could be created to the extent of 
such payments is subject of the Mary- 
land personal property tax. 

In the furtherance of public policy, 
nearly every state makes constitutional 
provisions for exemption of certain 
classes of property which would other- 
wise be taxable. The usual provision is 
that the property of the federal, state, 
county, or local governments is exempt 
from both real and personal property 
taxes. Sometimes the exemption does 
not include the federal government as 
such but merely provides that all prop- 
erty which is beyond the taxing power 
of the states or their political sub-divi- 
sions is exempt from tax. The states are, 
of course, precluded from taxing prop- 
erty of the federal government and the 
question in the Westinghouse case is 
whether such property is the property 
of the federal government held in either 
its governmental or proprietary capacity. 

If property is held by the contractor 
in the name of the federal government 
and the property in question is property 
involved in a non-governmental func- 
tion, it could be construed as taxable. 
In the Kern-Limerick case the U.S. Su- 
preme Court held that the state of Ar- 
kansas could not collect its sales tax on 
tractors purchased from a local dealer 
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for use by private contractors construct- 
ing a depot for the U.S. In that situa- 
tion, the contract named the govern- 
ment as the purchaser and the contrac- 
tor as the purchasing agent for the 
government. 

We think in that situation it cannot 
be said the property was involved in a 
non-governmental function. However, 
in the Westinghouse case, the Maryland 
Court found that the legal title was in 
the manufacturer, whose money was 
used to purchase materials and pay 
labor. It was neither the general agent 
nor the purchasing agent of the gov- 
ernment. Also, the manufacturer was 
an independent contractor and the gov- 


ernment had the right to refuse the 
material up until the last minute. Under 
the contract, the federal government 
provides for progress payments and 
created a lien to the extent of such * 
payments. The Maryland court held 
that the progress payments and the 
liens do not create a constitutional im- 
mynity since the total price for the work 
is fixed by the contract and the work is 
not rendered divisible by a provision 
for progress payments because the total 
price is not to be paid until completion, 
so that actually the Maryland court has 
taken the position that the property is 
not owned by the federal governmen 
directly or indirectly. * 


Many changes made in state taxes this year: 


a survey of legislative action 


s THE state legislatures are winding 
\ up this year’s work there are sev- 
eral indications that one of the heaviest 
volumes of state tax legislation since 
1949 will emerge. Proposals were made 
during the sessions for new or increased 
rates on just about every major revenue 
source now in use. New taxes were 
recommended by governors in 12 states; 
executives in 29 states recommended 
increases in present rates. The follow- 
ing are the major recommendations. 

Twelve governors have submitted 
balanced state budgets without asking 
any general tax increases. These states 
are: Arizona, Delaware, Georgia, Indi- 
ana, Kansas, Massachusetts, Missouri, 
New Jersey, Ohio, Oklahoma, Rhode 
Island, and Wyoming. This should be 
an object lesson to certain neighbors! 

Only one governor proposed tax re- 
ductions. Governor Craig of Indiana 
advocated repeal of the chain store tax, 
and liberalization of certain exemptions 
from the state’s gross income tax. He 
opposed, however, a Korean veterans’ 
bonus and an increased gasoline tax. 
He said that self financing toll roads 
rather than more highway users’ 
taxes), are the only answer to the state’s 
highway problem. 


Equalization of property assessments 

In their budget messages many gov- 
ernors were concerned with the prob- 
lem of equalization of property assess- 
ment. Governors in Arizona, Arkansas, 
New Jersey, New Mexico, South Caro- 
lina, and Washington urged adoption 
or strengthening of statewide equaliza- 


tion programs. An interim tax commit- 
tee in Idaho also recommended a state- 
wide assessment equalization program. 


Sales and use taxes 

Three governors and one special com- 
mission proposed new sales taxes, and 
10 governors asked either for increased 
tax rates or broadened bases of existing 
taxes. One governor (Penna.) favors 
allowing the present temporary 1 per 
cent sales tax to expire. 

A new use tax was recommended in 
Arizona. The governor of Maine sug- 
gested either a sales tax or a personal 
income tax. The Massachusetts Fiscal 
Survey Commission recommended a 
general sales tax and a comprehensive 
revision of taxes (having the effect of 
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incorporating most temporary taxes in 
the state’s permanent tax structure). 

In Nebraska, a constitutional amend- 
ment passed in November, 1954, would 
allow a sales or income tax or both, if 
the state did not levy a property tax. 
Measures were introduced in the state’s 
legislature for both sales and income 
taxes. 

Rate increases were asked in Ala- 
bama, Illinois, Maryland, Mississippi, 
and Tennessee. Governor Foss of South 
Dakota suggested a temporary 1% in- 
crease in the sales and use tax to finance 
a Korean veterans’ bonus. Governor 
Stratton of Illinois asked for a one year, 
1% sales tax increase (to 3%), and for 
a new use tax. The governor of Arkansas 
asked for a 13-month, 1% increase in 
the sales tax. Broadening the base of 
the sales tax was suggested in Arkansas, 
Connecticut, Iowa, Utah (by Legisla- 
tive Council), and West Virginia. Re- 
moval of the $15 tax limitation on a 
single article was proposed in North 
Carolina. There is a continuing trend 
toward additional and increased sales 
and use taxes, with Washington ahead. 
It is the first state that has increased its 
rate to 3!/, per cent and the first state 
to pass the 3% mark. 


Income tax 


The continuing trend toward with- 
holding of state income taxes resulted 
in withholding laws in Idaho, Maryland, 
and Minnesota, while a special state tax 
study group in Utah urged adoption of 
net income tax withholding. The Indi- 
ana state budget director and a special 
tax commission recommended withhold- 
ing of the state’s gross income tax. * 





ALTHOUGH state income tax with- 
holding has usually been proposed 
as a method for strengthening tax 
enforcement, a considerable part of 
its appeal to the states this year has 
been in the additional revenue it pro- 
vides on a “windfall” basis. In the 
first year of its operation, collections 
by withholding overlap collections 
from the last calendar year by the 
annual return method. As a result, a 
state with a fiscal year beginning in 
July, commencing income tax with- 
holding at the beginning of the 
budget period, in the first 12 months’ 





STATE GOVERNMENTS 


GRAB WINDFALL 


span in which withholding require- 
ments are imposed, collects income 
taxes on salaries and wages for five 
calendar quarters. The additional 
quarter’s tax yield is nonrecurring 
revenue, but it may provide a sub- 
stantial addition to budget revenues. 
In Idaho, Maryland, and Minnesota, 
income tax withholding was recom- 
mended as a budget-balancing meas- 
ure. Estimates of “windfall” revenue 
from this source in Maryland were 
$10 to $11 million and in Minnesota 
they were $23 million. . . . from 
Tax Administrator's News. 
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New _N.Y. law requires virtually all small 


employers to pay unemployment tax 


[ TNDER THE 1955 amendments to New 
/ York State’s Unemployment In- 
surance Law employers with two or 
more employees are being brought into 
taxable status. Presence of an employee 
on the payroll for only one day causes 
him to be counted for the entire year, 
and results in maintenance of taxable 
status. 

The actual text of the change pro- 
vides that firms with three employees 
shall become liable for tax payments as 
of January Ist, 1956; firms with two 
employees will become liable one year 
later, on January Ist, 1957. (No provi- 
sion was made for extending coverage 
to one-employee firms. ) 

Despite this time-table for limited 
and gradual extension of coverage, some 
firms with two employees or even one 
employee may become liable for taxes 
in 1956, since an employer who has 
three men on his payroll on any day 
in 56 immediately becomes a subject 
employer. Previously, liability had been 
incurred only after employment of four 
employees on 15 different days. 

For example, assume a dry cleaning 
shop has a regular staff of two, but on 
the Friday before the long Fourth of 
July weekend an extra presser is hired— 
‘for the day—to get all the work out. 
The dry cleaner immediately becomes a 
liable employer. And once in the sys- 
tem, he will not be able to apply for a 
termination of his coverage until and 
unless he has had only one man in his 
employ for a full calendar year. 


Termination of liability 

A second important change is tighten- 
ing of the provisions for ending liability. 
Assume an employer laid off two of his 
four employees in 1954 and all through 
1955 has no more than two men on 
payroll. If he files an application in the 
fourth quarter of this year to terminate 


his liability in 56, his request would 
be approved. However, under terms of 
a new amendment, if he waits until 56 
before requesting termination, his appli- 
cation would not be approved—despite 
the fact that coverage of firms with two 
employees will not be effective until 
1957. 

The only way a subject employer can 
terminate liability after January 1, 1956, 
is to show, at the time he requests ter- 
mination, that he has had no more than 
one employee on his payroll since the 
beginning of the previous calendar year. 
(If application is made during the 
fourth quarter of a year, however, the 
employer need only show that he has 
not employed more than one worker at 
any time during that year.) 

Most employers of two and three 
workers will be advised of their exact 
status under the changed law by the 
end of this year. The Division of Em- 
ployment has already requested and 
received complete records on all New 
York employers filing fourth quarter °54 
social security returns. Firms showing 
two or three employees on this report 
will be segregated from the rest. The 
three-employee firms will be advised of 
their liability and assigned a registra- 
tion number; the two-employee firms 
will be advised of their potential li- 
ability in 56 should they add another 
employee and of their automatic li- 
ability effective January 1, 1957. All 
this will be done later this year. 

Late in 1956, working from social 
security returns for the fourth quarter 
of 1955, the Division will notify the 
two-employee firms that they have been 
assigned registration numbers for their 
pending entrance into the system, and 
the one-employee firms will be advised 
of their potential liability should they 
hire another worker on any day after 
January 1, 1957. 
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Business expansion and_ reduction 
since the fourth quarter of 54 of course, 
will remove some firms from the “2 to 
3” category listed in the social security 
report and will bring other firms into 
that category. Through Internal Reve- 
nue cooperation and other sources, how- 
ever, the Division hopes to be able to 
have a relatively accurate and complete 
list of 2 and 3 employee firms and to 
have notified most affected firms of 
their pending liability by the end of 
the year. 

Failure to receive notice will not 
relieve employers of the obligation of 
declaring their liability and paying the 
tax, so it behooves every taxpayer and 
tax practitioner to take the initiative. 


Household employees 


Employers who have household em- 
ployees in their private homes should 
also take note of another significant 
change in coverage. Effective January 
1, 1956, any person employing four 
persons in personal or domestic service 
in the home on any day in the year is 
liable for unemployment tax payments. 
Nor can he leave the system until he 
meets the same conditions for termina- 
tion of liability that all other employers 
are asked to meet, no more than one 
worker for a full calendar year. 


Additional contributions 


Another change in the law of partic- 
ular interest to employers, controllers, 
and accountants is the setting up of a 
graded scale of subsidiary contributions 
to the General Account of the Unem- 
ployment Trust Fund. 

In essence, the General Account is a 
bookkeeping device for writing off any 
negative balances in individual em- 
ployer accounts. A negative balance 
results when a firm’s former employees 
draw out more in benefits than the firm 
has paid in taxes. 

To give such an employer a fresh 
start, the law adjusts his balance to 
zero and requires him to pay tax at 
2.7% of payroll for at least the next 
three years. The deficit in his account 
is then debited to the General Account. 

The General Account is credited with 
money as well as debited. It “takes in” 
the interest on the Unemployment 
Trust Fund, lapsed employer account 
balances, recovered benefit overpay- 
ments and other minor items. 

Subsidiary contributions are required 
of all liable employers when the Gen- 
eral Account balance is considered un- 
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satisfactory. Until now, the subsidiary 
contribution rate has been: 

1. An extra 1/5 per cent payroll tax if 
on any June 30 the balance is below 
1!/,% of the previous year’s payrolls. 

2. An extra 1 per cent payroll tax if 
the balance is less than */, of 1% of 
payrolls. 

The new amendment provides for 
graduated contributions (when contri- 
butions are necessary), by tenths, from 
the '/,» of 1% of payrolls to a full 1% of 
payrolls depending on the condition of 
the General Account. 


Increase in benefits 


Other unemployment 
changes of interest are the increase in 
benefit rates and the rise in the earnings 
limit for partial unemployment. 

To maintain unemployment insurance 
benefit rates at approximately one-half 
normal earnings, the schedule of benefit 
rates has been revised. The upward ad- 
justment in rates will affect claimants 
with average weekly wages of $23 and 
over. The new top rate of $36 will go 
to claimants whose wages averaged at 
least $70 a week. 

These revised benefit rates apply to 
all new benefit years beginning on and 
after July 4, 1955. The rates for claim- 
ants already receiving benefits will not 


insurance 


be adjusted. 
The earnings limit on partial unem- 





WAGES: $162 PER DAY! 
THE DRASTIC EFFECT On some margi- 
nal situations under this new law is 
illustrated by the case of the dry 
cleaner mentioned in the accompany- 
ing article. The one-day employee 
adds $162 or more to the employers 
tax burden. If the two regular em- 
ployees were receiving $100 per 
week ($10,400 per year total) and 
the extra man was hired for one day, 
the cleaning shop would move from 
an exempt to a taxable status. Under 
the new law the shop could not free 
itself from liability until it had had 
no more than one employee since the 
beginning of the previous calendar 
year. Thus, that one day’s help from 
one man may cost the employer the 
regular wage, plus at least $162 
(.027% x 2 x$3000) in added tax 
liability. 

Even small business has to do tax 
planning! 











ployment has been raised from $30 to 
$36. This was effective as of April 26. 
A worker who is employed 1, 2, or 3 
days in a week and earns no more than 
$36 is entitled to an unemployment 
check for part of his regular rate. The 
size of his check will depend, as in the 
past, on the number of days he worked; 
one day, a payment at °/, his regular 
rate; 2 days, 1/5 payment; and 3 days, a 
1/, payment. 


Three states start withholding 


MARYLAND is the third state in two 
months to establish withholding from 
individuals. Idaho and Montana 
adopted such laws in March. The Mary- 
land law provides for withholding on a 
quarterly basis the first returns being 
due October 1, 1955, covering the 





Organizer of forum clubs on commission 
basis not an employee. A corporation 
employed an “organizer” to promote 
forum-type dinner clubs throughout the 
country. He was to receive a portion of 
the first year membership fees. Any 
expenses incurred were not to be re- 
imbursed. He was not obligated to 
work any specified hours nor establish 
any minimum number of clubs. He is 
held not to be an employee for federal 
employment tax purposes. Rev. Rul. 
55-233. 


Civilian employees of National Guard 
considered state employees. For social 
security coverage, civilian employees of 
the state national guard are considered 
as state and not federal employees. 
Rev. Rul. 55-247. 


Telephone solicitors may be either in- 
dependent contractors or employees. 
A telephone solicitor, remunerated on 
a commission basis, who obtains orders 
for a company’s products is an employee 
for employment tax purposes if she is 
furnished the facilities and necessary 
supplies by the company, and is re- 
quired to spend considerable time on 
the company’s premises. However, a 
telephone solicitor who operates from 
her own home on a part time basis 
without supervision and who pays all 
her own expenses, is not an employee. 


Rev. Rul. 55-279. 


Over 1% error in monthly payroll tax 


New payroll decisions this month 


Payroll taxes * 39 
quarter ending on September 30. we 


Unemployment rate paid 
drops in 1954 


THREE reports of rates actually paid by 
taxpayers for unemployment compen- 
sation in 1954 reveal a general drop: 

The latest estimate of the average 
employer’s state unemployment insur- 
ance tax rate for 1954 is 1.2% of tax- 
able wages as compared with 1.3% in 
1953. 

The average employer tax rates as- 
signed in 1954 were lower than in 1953 
in all states, except Indiana, Missouri, 
Nebraska, North Dakota, and Wash- 
ington. 

During 1954 only Alaska and Rhode 
Island continued to apply the standard 


rate of 2.7% to all taxpayers. 


deposits will bring on penalty. Em- 
ployers who make monthly deposits of 
payroll tax collections will be subject 
to a penalty if the amount timely de- 
posited is less than 99% of the amount 
required to be deposited. Even if the 
deficiency is in excess of 1%, penalty 
may be avoided by showing reasonable 
cause. Rev. Rul. 55-271. 


Ministers on faculty of religious schools 
not subject to FICA; those on faculties 
of secular schools are. Services per- 
formed by ordained ministers as teach- 
ers and administrators on the faculties 
of theological seminaries are held to be 
in the exercise of their. ministry and 
therefore exempt from employment 
under FICA. Rev. Rul. 55-242. How- 
ever, if the services are performed for 
a secular college, either as religious de- 
partment heads or as teachers whose 
duties involve no ecclesiastical func- 
tions, such services are not excepted 
from employment. But where the serv- 
ice is as a “Chaplain and Professor of 
Religion” involving the ministration of 
sacerdotal functions and the conduct 
of religious worship, the service is 
exempt. Rev. Rul. 55-243. 


Watch repairman, concessionaire in 
jewelry shop, self employed. A watch 
repairman, operating a concession in a 
jewelry store, and paying a percentage 
of receipts as rent is in a trade or busi- 
ness and is subject to the self employ- 
ment tax. Rev. Rul. 55-248. 
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How to determine when a guaranteed salary 


is “earned income’ to nonresident 


by PAUL LITTLE 


Section 707(c) of the 1954 Code introduces in the tax law of partnerships the 


concept of guaranteed payments, i.e., payments to partners of “salary” and “inter- 


est.” That subsection provides that where such payments are determined without 


regard to the income of a partnership, they shall be considered as made to a non- 


partner, but only for the purposes of Section 61(a), relating to gross income, and 


Section 162(a), relating to trade or business expenses. 


We asked 


Paul Little; author of Federal Income Taxation of Partnerships, to describe the im- 


pact of that provision on partners who are nonresident citizens and nonresident 


aliens: As his penetrating analysis demonstrates, it has implications that the legis- 


lators probably never considered. In the first part of his analysis, he considers a 


nonresident citizen partner who seeks exemption under Section 911 for compensa- 


tion for personal services rendered abroad. The issue is the extent to which a 


guaranteed payment of salary constitutes 


Next month: Determination of the source 


of the United States are 

A generally taxable upon their income 
from whatever source derived. How- 
ever, Section 911 of the 1954 Code pro- 
vides that United States citizens who 


NITIZENS 


are bona fide residents of a foreign 
country for an uninterrupted period 
which includes an entire taxable year, 


- or citizens who are present in a foreign 


country for at least 510 days during any 
period of 18 consecutive months, may 


exclude from gross income “amounts 
received from sources without the 
United States if such amounts 


attrib- 
utable to such period.” For the citizen- 


constitute earned income 


partner, therefore, the statute imposes 
the dual 
that his share of partnership income be 


requirement for exemption 


“earned income” and that it be from 

a “source without the United States.” 
Although the exemption of citizens 

who are present in a foreign country 


for 17 out of 18 consecutive months 


“earned income” under Section 911(b). 


of income of such guaranteed payments. 


under subsection 911(a)(2) of the 
1954 Code is somewhat different from 
the exemption for bona fide nonresident 
citizens under subsection 911(a) (1), 
their problems from the standpoint of 
this discussion are substantially similar. 
Therefore, for convenience in discus- 
sion, such citizens will be grouped with 
nonresident citizens, and references to 
such nonresident citizens will also in- 
clude citizens continuously abroad for 
17 out of 18 consecutive months, unless 


the contrary is specifically indicated. 


Purpose of 30% rule 


911(b) 
come for this purpose as “amounts re- 


Section defines earned in- 
ceived as compensation for personal 
services actually rendered.” Since, how- 
ever, this definition is inadequate in 
the case of taxpayers who receive com- 
pensation in the form of business profits 
rather than a salary from an employer, 
the Section adds: 


40 


“In the case of a taxpayer engaged 
in a trade or business in which per- 
sonal services and capital are material 
income-producing factors, . a rea- 
sonable allowance as compensation for 
personal services rendered by the tax- 
payer, not in excess of 30% of his share 
of the net profits of such trade or busi- 
shall be considered as earned 
income.” 

There seems little reason to believe 
that the provisions of Section 911 may 
not be availed of by nonresident citizen 
partners, subject to the restrictions on 
businesses in which capital is a material 
income-producing factor.1 This being 
the case, the terms of an early ruling 
construing the definition of earned in- 
come? are helpful as indicating when 
capital will be deemed a material in- 
come-producing factor in a partnership 
business. By the terms of this ruling, if 
the partnership business consists prin- 
cipally of rendering personal services, 
with the employment of capital being 
merely incidental, the earnings will be 
ascribed primarily to the activities of 
the owners and capital will not be 
deemed a material income-producing 
factor. Thus the owners may treat the 
entire net profits as earned income. 


ness, 


For example, mercantile, farming, and 
manufacturing enterprises are consid- 
ered businesses in which both capital 
and labor are income-producing factors. 
However, in the business of a lawyer, 
doctor, accountant, or of a professional 
partnership composed of such persons, 
capital is not a material income-produc- 
ing factor. Of course, if a member of 
a partnership does not render services 
to the firm, he may not consider any 
part of his share of the profits as earned 
income. For partners rendering serv- 
ice, however, if capital is a material 
income-producing factor in the business 
of the partnership, the amount exclud- 
able from gross income is measured by 
a maximum of 30% of their shares of 
net profits of the firm.’ 

However, if the reasonable value of 
the services rendered is less than 30%, 
the exclusion is computed upon the 
lesser figure.4 

In partnerships in which capital is a 
material income-producing factor, the 
question arises as to whether it is ever 


1 Lawrence L. Tweedy, 47 BTA 341 (1942). 
2 Mim. 3283, IV-1 CB 14 (1925), modified on 


other points, Mim. 3879, X-1 CB 141 (1931), 
Mim. 71, 1952-2 CB 170. 

8TRC (1954) Section 911(b); GCM _ 6,645, 
VIII-2 CB 182 29 ) 


82 (1929). 
‘Ibid; GCM 9,939. X-2 CB 152 (1931). 
5S. U. Tilton, 8 BTA 914 (1927); Augustine 
Lloyd, 15 BTA 82 (1939); Wélliam Catlin, 5 
CCH TC Memo. 317 (1946). 
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possible for a payment of salary to be 
treated as earned income without being 
subject to this 30% limitation. There 
are two possibilities: 1. the amount 
received as salary might be considered 
compensation for personal services ren- 
dered, all of which would be consid- 
ered earned; 2. the amount received 
might be allocated between earned in- 
come and profits in the manner required 
for a general share of partnership profits 
under Section 911(b). In either case 
the effect of the 30% over-all limitation 
on earned income applicable to all tax- 
payers engaged generally in trade or 
business must be determined. 


Can a partner receive salary? 


The initial problem is one of deter- 
mining whether or not the payments of 
salary to a partner can be considered 
compensation for services. Under the 
1939 Code, it is settled that such salary 
payments are payments of partnership 
profits.” However, Section 707(c) of 
the 1954 Code provides that to the ex- 
tent a partner receives payments for 
services or the use of capital which are 
determined without regard to the in- 
come of the partnership, such payments 
“shall be considered as made to one 
who is not a member of the partnership, 
but only for the purposes of Section 
6l(a) (relating to gross income) and 
Section 126(a) (relating to trade or 
In enacting this 
provision, Congress sought to eliminate 
the difficulties presented under the 1939 
Code by an agreement that a partner 


business expenses) .” 


receive fixed salary or interest payments, 
when the amount of partnership income 
was insufficient to cover them. 

The Committee Report (HR 1337, 
p. 68) indicates that it was intended 
to treat such amounts as salary income 
to the payee and to allow such amounts 
as business deductions to the partner- 
ship. The Senate followed the provi- 
sions of the House Bill, but extended 
this treatment also to guaranteed in- 
terest payments on capital (SR 1622, 
p. 94). The Report commented that the 
treatment under prior law, whereby a 
fixed salary for a year in which part- 
nership earnings were insufficient to 
meet it was treated as a withdrawal of 
capital and taxable only to the extent 
paid from the capital of other partners, 
was “unrealistic and unnecessarily 
complicated.” (SR 1622, p. 92.) 

Although serious difficulties may be 
encountered in determining, under the 
terms of particular partnership agree- 


ments, the extent to which a payment 
is determined “without regard to the 
income of the partnership,” the effect 
of the provision is to allow the partner- 
ship to deduct such payments as busi- 
ness expenses, while from the stand- 
point of the partner receiving them 
they are treated as ordinary income 
rather than as a distributive share of 


“partnership profits (HR 1337, p. A226- 


227; SR 1622, p. 387). Normally, pay- 
ments for the use of capital would be 
classifiable as interest payments, the 
deduction of which is specifically au- 
thorized by Section 163. However, the 
statute states that such payments shall 
be considered made to a non-partner 
“only for the purposes of Section 126 
(a).” This section deals with trade or 
business expenses generally, and cer- 
tainly if there were no section whatever 
dealing with the deductibility of inter- 
est expense, Section 126(a) would be 
broad enough to authorize the deduc- 
tion of such payments. Therefore, the 
intention apparently was to authorize 
the deduction of such amounts as ordi- 
nary business expenses in any event. 
Typical of the arrangements affected 
are agreements to pay a partner a sal- 
ary or a guaranteed minimum drawing 
account (HR 1337, p. A227; SR 1622, 
p. 387). 


Salary as compensation 

If salary payments under Section 
707 (c) are to be considered as made to 
a non-partner for all purposes, such 
amounts would seem to constitute com- 
pensation for personal services actually 
rendered by the payee partner just as if 
he were an employee within the mean- 
ing of Section 911(b). Sections 861 (a) 
and 862, relating to the source of in- 
come, would then operate to classify 
such amounts as income from sources 
outside the United States, and exempt 
from gross income under Section 911 
(a). Section 861(a) says: “The follow- 
ing items of gross income shall be 
treated as income from sources within 
the United States: (3) Personal 
services.—Compensation for labor or 
personal services performed in the 
United States .” The counterpart 
of this provision, Section 862, provides: 
“The following items of gross income 
shall be treated as income from sources 
without the United States: . . . (3) 
compensation for labor or personal serv- 
ices performed without the United 
States.” 

While this would produce a most 
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satisfactory result for the non-resident 
partner, it is* not entirely clear that 
such a result is correct. Thus, Sec- 
tion 707(c) does not apply for all pur- 
poses, but contains qualifying phrase 
that this treatment is allowed in respect 
of the payee partner: “. . . only for the 
purposes of Section 61(a) (relating to 
gross income) .” Section 61(a) in 
turn provides that: “Except as other- 
wise provided in this subtitle, gross in- 
come means all income from whatever 
source derived, including . . . (1) 
compensation for services .” [Em- 
phasis supplied.] Section 61(a) (13) 
states that gross income also includes a 
distributive share of partnership income, 
but this provision would seem to be 
inapplicable to a payment under Sec- 
tion 707(c). 

It is strongly arguable, in view of the 
language of Section 61(a) italicized 
above, that although a salary payment 
to a nonresident partner may be treated 
as made to a non-partner “only for the 
purposes of Section 61(a),” by the 
terms of that section, all of the excep- 
tions provided for in the subtitle on 
income taxes must be consulted. 

Thus, to find whether or not Section 
61(a) requires that salary received as 
compensation for 
abroad be considered as a part of gross 
income in the case of a nonresident 
citizen, Section 61(a) itself requires 
that Sections 911(a) and (b), 861 and 
862 be consulted to determine whether 
such compensation is excluded from 
gross income as defined in Section 61 
(a). It would then follow that, as a 
result of the operation of Section 61 
(a), supplemented as contemplated 
therein by Sections 91l(a) and (b), 
this salary payment is compensation 
for personal services actually rendered 
within the meaning of Section 911(b). 

If this argument is successful, a sal- 
ary which is determined without regard 
to the income of the partnership and 
paid to a nonresident partner for serv- 
ices actually rendered by him should 
be treated by him as though received 
as a non-partner, i.e., as compensation. 


services rendered 


30% Limitation 

Having determined that the salary 
payment under Section 707(c) may 
fall generally within the concept of 
earned income as defined by Section 
911(b), the final step is to determine 
what limitations are contained therein 
on the amount of salary which may be 
considered earned income. In addition 
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to defining earned income, the section 
in effect creates two general categories 
of income and imposes certain restric- 
tions upon the amount received from 
each category which may be treated 
as earned. First, to the extent the in- 
come is received as wages or salaries, 
or as professional fees (presumably 
under an express or implied contract for 
services), the entire amount is to be 
considered earned, except that if the 
employee or professional person renders 
services to a corporation in which he 
is a stockholder, amounts paid in excess 
of a reasonable allowance as compensa- 
tion are required to be treated as a 
distribution of corporate earnings or 
profits. Second, if the taxpayer is “en- 
gaged in a trade or business” in which 
both services and capital are material 
income-producing factors, a reasonable 
allocation of the net profits of the 
business, not to exceed 30% of his share 
thereof, may be made to earned income. 


Simple employer-employee situation 
The first category is clearly designed 
to apply to a simple employer-employee 
or service contract situation, and is ap- 
plicable even where the employee also 
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has an interest in a corporation for 
which the services are rendered which 
interest would entitle him also to share 
in the profits of the enterprise. As a 
safeguard, to protect the revenue in this 
latter situation, the statute adds that the 
amount treated as earned income can- 
not exceed the reasonable value of the 
services rendered. 

We have argued above that as a re- 
sult of the amendments contained in 
the 1954 Code a partnership can pay 
its partners salaries which are recog- 
nized under Section 911(a) as compen- 
sation for personal services to the same 
degree as if paid to a non-partner. If 
the argument succeeds, the compensa- 
tion received by a partner in the form 
of a Section 707(c) salary payment will 
fall directly within the definition of 
earned income and apparently could be 
considered a salary for that purpose. It 
might then very well follow that such 
broadening of the salary concept for 
this purpose implies a Congressional 
intention also to broaden the scope of 
the restriction on the amount of earned 
income which can be received when 
tne recipient of the salary also has an 
equity interest in the business. As pres- 


ently stated only an employee of a 
corporation can have the amount of 
his earned income reduced if his salary 
exceeds the reasonable value of his 
services. However, where the so-called 
employee is a partner, it is possible 
that this reference to corporations might 
be held also to include the newly recog- 
nized partnership entity for purposes 
of this loophole-closing provision. Un- 
der this approach an over-all limit on 
the amount of salary considered earned 
would be based upon the reasonable 
value of the services rendered. If such 
value were less than the salary received, 
the earned income would be deemed the 
lesser amount. In the somewhat unlikely 
event that the partner could establish 
that the value was more, as indicated 
below, his right to have the excess con- 
sidered under the second category of 
limitation on earned income as an 
amount allocable to earned income out 
of the general profits of the business 
raises a further problem. 


The individual proprietor 
The second category limiting the 


amount of earned income is obviously 
aimed at the individual proprietor who 
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does not pay himself a salary as such. 
It is also applicable to partners because 
they also were, heretofore, not capable 
of employing themselves. Therefore, in 
fairness to such taxpayers, under the 
1939 Code an allocation of a portion 
of the profits of the business up to the 
stated maximum was authorized. How- 
ever, it is arguable that the 1954 Code 
has the effect of treating partners re- 
ceiving Section 707(c) salaries as ren- 
dering services for an independent en- 
tity. This would seem to indicate that 
amounts received by partners from their 
partnership have been only partially 
removed from this second category. 
Thus, if a partner renders services for 
his partnership and receives no Section 
707(c) salary, he would seem still to 
be subject to the 30% limitation of this 
second category. On the other hand, if 
a partner receives such a salary and the 
reasonable value of his services can be 
established as an amount in excess 
thereof it is not clear whether the two 
categories of limitations (i.e., reason- 
ableness and 30% of total) should be 
considered as mutually exclusive or as 
complementary. The better view would 
seem to be that they are complementary 
since the specific requirements of Sec- 
tion 707(c) and the partnership agree- 
ment used might well limit the amount 
of true “salary” received to a figure well 
below the reasonable value of the serv- 
ices rendered. In such event, there 
would seem to be little reason for pe- 
nalizing the partner by refusing to rec- 
ognize any excess whatever as earned 
income. Of course, if the reasonable 
value of the services is less than the 
amount of the salary, the amount con- 
sidered as earned income could not ex- 
ceed such value under either of the 
two categories of limitation on the 
amount of earned income. 

If this approach is ultimately ac- 
cepted, it would allow a nonresident 
citizen partner of a partnership in which 
capital is a material income-producing 
factor to treat salary payments under 
Section 707(c) as earned income with- 
in the meaning of Section 911(b) to 
the extent of the reasonable value of 
the services rendered, without regard 
to the 30% limitation. If the reasonable 
value of such services exceeds the 
amount of such salary payments, it 
might then be argued that an allow- 
ance of an additional amount equal to 
such excess value out of the partner’s 
share of net profits, but not in excess of 
30% of his share thereof, should also be 


considered earned income. On the other 
hand, since the. 30% limitation is still 
applicable generally to partnership 
profits received by nonsalaried partners, 
there is a risk that the statute will be 
construed in a manner which will ex- 
tend that limitation to Section 707 (c) 
salary payments because of the funda- 
mental economic artificiality of classify- 
ing such payments as salary in the 
normal sense. This result could be ac- 
complished by holding that if a tax- 
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payer is engaged directly in the opera- 
tion of a trade or business in which 
capital is a material income-producing 
factor, amounts received by him must 
be subject to the 30% limitation re- 
gardless of the fact that he also acts in 
the capacity of an employee of that 
business. Therefore, unless the statute is 
clarified litigation may prove necessary 
to establish the correct construction on 
this point. [The second part of this 
article will appear next month. ] 


Title-passage rule falls in Balanovski 


decision; what substitute shall we use? 


FTER A LONG PERIOD of disagreement 
£\ between the Internal Revenue Serv- 
ice and the courts, the Commissioner 
in 1947 finally agreed that, except 
where tax avoidance was involved, the 
title passage test would be applied in 
determining the source of income from 
the sale of personal property (G.C.M. 
25131, 1947-2 Cum. Bull. 85). Since 
then this rule remained completely un- 
questioned until, for the first time in 
eight years, a court refused to apply 
the title passage rule. 

In U.S. v. Balanovski (S.D.N.Y., 
3/11/1955), an Argentine partnership, 
through a partner who was physically 
present in the United States, purchased 
trucks and equipment in the United 
States, which were sold to an agency 
of the Argentine Government in Argen- 
tina by a partner present in Argentina. 
The partnership is here referred to 
as “Cadic,” and the agency as “IAPI.” 
However, title passed to the Argentine 
agency in the United States. The Com- 
missioner instituted this action in order 
to collect the tax alleged to be due with 
respect to the gain realized on these 
transactions. On this issue, however, 
the Court held for the taxpayer with the 
following statement: 

“The burden of income taxation 
should not depend on the ‘witty diversi- 
ties’ of the law which determines when 
and where title passed to the buyer, but 
in every case all factors of the transac- 
tion should be considered. 

“In the instant case negotiations lead- 
ing to the sales by Cadic to IAPI were 
carried on in Argentina, the contract of 
sale was signed in Argentina, the buyer 
was an agency of the Argentine Govern- 
ment, and the ultimate destination of 
the goods was Argentina. Moreover, 


although the beneficial ownership of 
the goods and the risk of loss passed to 
IAPI in the United States, Cadic had 
no reason to insist that they should. 
Indeed, the architecture of the trans- 
actions makes it seem probable that 
IAPI, which was financing Cadic’s pur- 
chases and paying Cadic in the United 
States, insisted that beneficial owner- 
ship should pass to it in the United 
States in order to protect itself against 
the possibility of any fraudulent acts 
by Cadic and the possible intervening 
rights of third parties against Cadic. 
Thus, it appears likely that Cadic is not 
responsible for the fact that title to the 
goods passed to IAPI in the United 
States. Under these circumstances and 
for the purposes of Section 119(e) of 
the Internal Revenue Code of 1939, 
the sale from Cadic to IAPI took place 
in Argentina, and the income derived 
by Cadic from the sales was not ‘from 
sources within the United States.’ ” 
From a theoretical standpoint there 
can be little quarrel with the Court’s 
reasoning. It seems hardly open to ques- 
tion that taxation of income should be 
based on economical realities rather 
than on legal technicalities. However, 
since the success of any tax law will; 
to a considerable extent, depend on 
sound, equal administration, it cannot 
be gainsaid that certainty is a virtue of 
the highest order. We accept the prem- 
ise, therefore, that the title passage rule 
is theoretically unsound but submit that 
prior to relinquishing it we must have 
an adequate substitute which is both 
theoretically sound and easily adminis- 
tered. The Court’s rule which would 
take into account a variety of realistic 
economic factors appears to be theo- 
retically sound but undoubtedly con- 
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verts every question involving the 
source of income from the sale of per- 
sonal property into a potential lawsuit. 

The American Law Institute Income 
Tax Project, recognizing the theoretical 
weaknesses inherent in the title passage 
rule, deliberated for a considerable pe- 
riod of time in quest of an adequate 
substitute. After substantial deliberation 
and _ consultation some of the 
ablest theoreticians and _ practitioners, 
the American Law Institute, in its draft 
of a model Internal Revenue Code, has 
retained the title passage rule. 

We believe with the American Law 
Institute and others who have consid- 


with 
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ered this question that certainty in ad- 
ministration is of paramount importance 
and whatever the substitute adopted for 
the title passage rule and no matter how 
sound theoretically, it is not suitable 
for a practical tax rule if it portends 
uncertainty and litigation. It is sub- 
mitted that the rule laid down by the 
Court will increase the amount of litiga- 
tion on this question beyond all neces- 
sary proportions. Finally, it should be 
noted that the title passage rule, de- 
spite its weaknesses, will usually place 
the source of income from the sale of 
personality in a country which had sub- 
stantial contacts with the transaction. * 


lew foreign decisions this month 





U. S. citizenship of Guam citizens does 
not subject them to U. S. tax. Citizens 
of Guam who are citizens of the U. S. 
only by virtue of collective naturaliza- 
tion are treated, for income tax pur- 
poses, as non-resident aliens and sub- 
ject to tax on income from U. S. sources 
only. As employees of the U. S. Gov- 
ernment in Guam they are not subject 
to withholding. However, the U. S. 
Government, as employer, withholds 
tax for the Government of Guam. Rev. 
Rul. 55-184. 


Canadian mutual fund ruled not subject 
to U. S. tax. The Service holds that a 
Canadian mutual fund is not engaged 
in business in the U. S. and therefore 
will be subject to tax on income from 
U. S. sources only. It qualified as non- 
resident owned under Canadian laws 
as 95% of its shareholders are U. S. 
residents. However, management is in 
Canada and purchases and sales in the 
U. S. will be effected through resident 
U. S. brokers. Rev. Rul. 55-182. 


. Mexican mining production tax not on 


income; no credit allowable. Taxpayer 
claimed credit against U. S. income tax 
on a 1947 dividend from its 98% owned 
subsidiary for Mexican taxes paid by 
the subsidiary from 1924 to 1947. The 
Commissioner and the Tax Court both 
held the Mexican tax to be an excise, 
not an income, tax. This court agrees. 
It was due on production, not sale. 
This is the determining factor even 
assuming that, as the taxpayer argued, 
the nature of the mining business and 
the rates of tax make it economically 
a tax on income. 

Since the subsidiary kept its records 


and paid this dividend in dollars, there 
is no foreign exchange problem in the 
computation of the credit allowable for 
another Mexican tax which, it is agreed, 
is an income tax. The various ratios 
should all be computed in dollars. The 
Commissioner had argued that the 
should be reduced reflect the 
rate of exchange on Mexican taxes paid 
in pesos. American Metal Co., Ltd., 
Comm. v., CA-2, 3/15/55. 


credit 


Reduced treaty rates not available to 
foreign corporation with resident agent. 
A Canadian corporation has an agent 
in the U. S. with a discretionary power 
of attorney to purchase and sell U. S. 
securities. It is a resident foreign cor- 
poration taxable on U. S. income. The 
reduced 15% treaty rate is not ap- 
plicable because the corporation does 
have a “permanent establishment” in 
the U. S. in the form of the agent. Rev. 
Rul. 55-282. 


Foreign residence commenced at time 
physical presence abroad was coupled 
with intention to work there perma- 
nently. In October 1947, while tax- 
payer was a sojourner in Argentina, he 
was offered a permanent job there. He 
returned to the U. S. in November, 
1947, to get his family, and sailed with 
them in December, arriving in Argen- 
tina in February 1948. In determining 
when his bona fide residence in Ar- 
gentina began, the court held that his 
physical presence in Argentina in Octo- 
ber 1947 coupled with his intention to 
become a permanent employee there, 
made him an Argentine resident at that 
time. His short trip back to the U. S. 
did not break his foreign residency. He 


could therefore exclude from tax all in- 
come earned in Argentina during 1948. 
Page, 24 TC No. 8. 


Tax liability of U. S. citizens abroad 
summarized. This ruling sets forth in 
some detail the tax liability of U. S. 
citizens residing abroad. It supersedes 
Rev. Rul. 291, CB 1953-2, which was 
also issued as a pamphlet “Income Tax 
Guides for U. S. Citizens Abroad.” 
Rev. Rul. 55-171. 


Gain on repayment of foreign liability, 
due to change in exchange rate, is ordi- 
nary income. Taxpayer imported shoes 
from an English company on credit. In 
1935 it recorded a purchase liability of 
$12,000, the dollar equivalent of the 
invoice in pounds sterling ($4.86 per 
pound). All of the shoes were sold over 
a two-year period during which time 
taxpayer showed losses from operations. 
The debt was not paid until 1947 when 
the rate of exchange was down to $4.02 
per pound. Taxpayer paid the liability 
with $10,000 and claimed the profit of 
$2,000 was not taxable but was an off- 
set against the losses on sales. The court 
held that the transaction in 1947 in- 
volved a speculation in foreign ex- 
change entirely separate from the pur- 
chase and sale of shoes in prior years. 
The gain was ordinary income since 
the purchase of foreign exchange was 
not an investment but a recurring busi- 
ness transaction. Church’s English 
Shoes Ltd., 24 TC No. 9. [This case 
will be analyzed in detail next month. 
Ed. ] 


Purchases here do not put foreign 
partnership in business; but partner is. 
Taxpayer came to this country repre- 
senting his foreign partnership in buy- 
ing autos and equipment. Technically, 
title passed in the U.S. from the part- 
nership to the ultimate user—the Ar- 
gentine Government. The Court holds 
sales were not made in the U.S., hence 
the partnership is not taxable on the 
profit. However, “cash discounts,” in 
reality commissions, paid by the sellers 
of the autos to the partner here were 
earned in the U.S. The partner in the 
U.S. performed personal services here 
and is taxable on his share of these 
commissions. Non-resident partners are 
also taxed on these commissions as 
“determinable” income from U.S. 


sources. Balanovski, U.S. v. DC N. Y., 
3/11/55. [See more detailed discussion 
on page 43. Ed.] 
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TAX CONSEQUENCES OF 


Corporate organization 


and distributions 


EDITED BY JACKSON 1. BOUGHNER, LL.B., CPA 





Advantages of the closely held 


corporation to the investor 


]°HE PRINCIPAL TAX CONSIDERATION 
which enters into the decision as to 
whether a sole proprietorship should be 
incorporated is the effective tax rate 
on the owner. When the income of a 
married man exceeds $20,000, he is in 
the 34% tax bracket. By incorporating, 
he places a tax ceiling on the earnings 
of the business of 30% up to $45,000 
of income. Accordingly, if the income 
of a sole proprietorship falls between 
$20,000 and $45,000, and the owner 
is married, forming a corporation to 
operate the business is one way of re- 
ducing taxes. Similar computations can 
be made for partnerships, and for situa- 
tions in which the owner or owners of 
the business are in a tax bracket in ex- 
cess of 52%, the top corporate rate. 

It is the purpose of this discussion to 
point out other tax advantages of the 
closed corporation. Under ordinary cir- 
cumstances, the corporate form should 
not be used if it results in a higher tax 
than a sole proprietorship or partner- 
ship. However, where the tax considera- 
tions are equal, it may be found that 
some of the other considerations will 
prove the deciding point. 


Thin capitalization advantages 


Amounts paid out by a corporation as 
principal on its debts are not taxable 
income in the hands of the recipient. A 
taxpayer in a high bracket transfers an 
income producing property to a wholly 
owned corporation, taking back capital 
stock of $50,000, and a first mortgage 
of $50,000. The corporation has a net 
income before taxes of $10,000 a year. 
It pays an income tax of $3,000, and 
pays off the principal on the loan at 
the rate of $7,000 a year. For approxi- 
mately seven years the owner will re- 


ceive $7,000 tax free. Assuming he is 
in a 60% bracket, ownership in his 
own name would result in an income 
during the same period of only $4,000 
a year after taxes. 

When the loan has been repaid in 
full, he can sell his stock, or have the 
corporation sell its property and dis- 
solve, which will have the same tax 
effect. His stock has a basis of $50,000 
in his hands, and assuming the property 
is still worth $100,000, he will have a 
capital gain of $50,000, on which the 
tax is $12,500. Out of his original in- 
vestment of $100,000, he has realized 
a total profit, after taxes, of $36,500. 
($7,000 for seven years less capital 
gains tax of $12,500). Had he held it 
during this period in his own name, his 
profit after taxes would have amounted 
to only $28,000. ($4,000 a year for 
seven years. ) 


Depreciation changes picture 


In the above example we have pur- 
posely ignored the depreciation factor, 
and have assumed that the basis con- 
tinued unchanged. In the hands of the 
corporation, the depreciation is de- 
ducted as incurred from income taxed 
at 30%. In the hands of the individual, 
it is deducted from income taxed at 
60%. The basis of the corporate stock is, 
however, not reduced by the deprecia- 
tion deducted, whereas the basis of the 
property in the hands of the individual 
must be so reduced. The effect is to 
wipe out, to a large extent, the advan- 
tage of individual ownership through 
the depreciation deduction. In effect, 
25% of the total depreciation deducted 
must be paid the government when the 
property is finally sold. 

A large number of valuable proper- 
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ties are now being held by thin cor- 


porations. When they have paid off the 
indebtedness to the stockholders, the 
economics of the situation dictates a 
sale. The purchaser can then form a 
thin corporation, and the sellers find an- 
other piece of property which they will 
hold in a thin corporation. An active 
real estate market results, out of which 
every one except the government gains. 

Suppose a corporation earns $10,000 
and then dissolves. It pays a tax of 
$3,000, distributing $7,000 to the stock- 
holder. He pays a capital gains tax of 
$1,750 on the $7,000 he receives, end- 
ing up with $5,250. The effective tax 
rate on income earned by a corporation, 
and received by the stockholder on dis- 
solution, is 47.5%. If your highest tax 
bracket is below that amount, hold in- 
come producing property in your own 
name. If it is above that amount, take 
title in a corporation. 

Most rental real property is expected 
to produce a net operating income of 
10% of its cost. If you invest $100,000, 
taking title in a corporation, your an- 
nual return will be 4.75%, after you 
have dissolved the corporation and paid 
all taxes. Instead of investing $100,000 
of your own money, you borrow $50,- 
000 at 5%. The interest is deductible 
from income taxes. The property will 
produce a net operating income of $10,- 
000 and pay the mortgage house $5900. 
The tax will be $1,500, leaving $3,500 
to be taken out by the stockholder at 
capital gains rates. His capital gains tax 
is $875, leaving him with $2,625. On 
his $50,000 investment, his annual re- 
turn is 5.25%. 

Here again, we have ignored depre- 
ciation. If we could deduct $5,000 a 
year, we would have no income tax to 
pay. Our capital gains tax is $1,250, 
and our net $3,750, for an annual re- 
turn of 7.5%. Note that the reduction 
of basis through depreciation makes no 
difference to the man who holds his 
property in a corporation; the basis of 
his stock remains the same. Sale of the 
property at its original cost will produce 
a gain to the corporation, but if Section 
337 of the new Code is availed of, this 
gain is not taxed. 

Use of borrowed money will there- 
fore increase our net income after taxes. 
It will also permit us to benefit from this 
arrangement for a much longer period 
of time. With no indebtedness, we must 
watch out for the imposition of the sur- 
tax on corporations improperly accumu- 
lating surplus. When our surplus reaches 
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$60,000 we must sell or dissolve. With 
a substantial mortgage on the property, 
however, we can continue the corpora- 
tion in existence long after our surplus 
has passed the permitted $60,000 figure. 

The best arrangement is a combina- 
tion of thin capitalization with a heavy 
mortgage. This permits the owner to 
realize funds tax free each year, while 
the balance of the income is being 
taxed at a low rate. If we are too greedy 
in this respect, however, we will end 
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up in the courts, and run a good chance 
of losing all of our benefits. When we 
approach the borderline, care must be 
taken. Some of the previous discussions 
of this problem in these columns should 
be consulted for the safest way of pro- 
cedure. 


Avoiding personal holding status 

Most investors are not interested in 
putting all their investment eggs in the 
real estate basket. They look upon com- 
mon stocks as an excellent form of in- 
vestment, often because stocks do not 
require the same care and attention that 
real estate does. To them, the closely 
held corporation is anathema. If they 
put their pet stocks in it, they have 
created the ogre of a personal holding 
company. 

Dividends from domestic corpora- 
tions are taxed at 4.5% in the hands of 
a corporation. Were it not for the per- 
sonal holding company provisions, and 
profits, 
everyone would form a corporation and 


the surtax on undistributed 
transfer excess funds to it for the pur- 
pose of building up an estate with negli- 
gible interference from the Internal 
Revenue Code. 

If fifty percent of the gross income 
of a corporation is from rents, it will 
not be classed as a personal holding 
company. You buy an apartment build- 
ing for $100,000, paying $50,000 cash, 


.and financing the rest with a first mort- 


gage. The gross rent is $20,000 a year. 
You transfer it to a wholly owned cor- 
poration. Assuming your stocks produce 
dividends at no more than a 5% rate, 
you can $400,000 of 
captial stocks to this corporation with- 
out turning it into a personal holding 
company. 


transfer up to 


Real-estate-stock ratio 

In about three years your corpora- 
tion will have earned the $60,000 which 
it is permitted to accumulate, which 
will be enough to pay off the mortgage 
in full. After the capital gains tax is 
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paid, you will have netted substantially 
more than had you kept the stocks in 
your own name. Obviously, a larger in- 
vestment in real estate, and a larger 
mortgage, will permit you to keep this 
tax-free pocket book in existence longer. 
From another angle, a smaller amount 
of common stocks in the hands of the 
corporation will accomplish the same 
end. In some cases, two or more cor- 
porations of this type may be indicated. 


Avoiding collapsible corporation 

Under the present law, if you buy an 
office building and take title in a cor- 
poration, the gain, if you sell or dissolve 
within three years, will be ordinary in- 
come. Real property used in the trade 
or business now comes under the defini- 
tion of the type of property, ownership 
of which makes a corporation collaps- 
ible. 

Note, however, that if a collapsible 
corporation is owned by another cor- 
poration, these rules do not apply. You 
own a prosperous building corporation, 
with excess cash and good borrowing 
credit. You find another property you 
would like to acquire. Form a new cor- 
poration, and have your present corpora- 
tion subscribe to all of the stock. You 
need not lend any money to the new 
corporation. Instead, you lend it to your 
present corporation, which uses your 
loan, its own funds, and what it can 
borrow from other sources, to capitalize 
the new corporation at the 
needed for the down payment. 


amount 


Each year, the new corporation pays 
to your old corporation all of its avail- 
able funds. To the extent they represent 
earnings and profits, they are subject to 
tax at either 4.5% or 7.8% in the hands 
of the old corporation. To the extent 
they exceed earnings and profits, they 
are received tax free, and go to reduce 
the basis of the stock of the new cor- 
poration in the hands of the old. The 
funds are used to pay off the borrow- 
ings. 

When the basis for the stock is down 
to zero, and the loans are paid off, we 
dissolve the new corporation. Under 
Section 334(b) the basis of the property 
in the hands of the old corporation is 
the same as in the hands of the new. 
In other words, for stock which had a 
zero basis we substitute real property 
with a substantial basis. 

At any time during this period, we 
can sell the newly acquired property 
without worrying about the collapsible 
corporation provisions. We have not 


had to worry about thin capitalization, 
or the surtax on undistributed profits. 
Whenever you are acquiring property 
that you may want to sell within three 
years, give consideration to handling it 
in this manner. 


Converting short- into long-term gain 


We now come to two situations in- 
volving the question whether we should 
continue a corporation in existence. Al- 
though not strictly germane to our orig- 
inal proposition, they do indicate cer- 
tain advantages in the corporate entity. 

You have acquired a corporation 
which owns a valuable piece of prop- 
erty. Under ordinary circumstances 
you would dissolve it in order to get a 
stepped-up basis. Out of a clear sky 
comes an offer for the property of far 
more than you paid for it. Immediate 
sale results in short term capital gain. 

Instead of selling the stock, you have 
the corporation adopt a plan of liquida- 
tion and sell the property. Then you 
wait until six months have elapsed since 
you acquired the stock before you make 
distribution. You have complied with 
Section 337; there is no tax to the cor- 
poration, and your gain is long term. 

Note that had you dissolved the cor- 
poration, and transferred the 
property to another corporation, you 
would have had to wait for three years 
from the date of acquisition before you 
could sell. Otherwise you would have 
realized ordinary income from a collaps- 
ible corporation. It pays somtimes not 
to change the existing situation until 
you have looked around a little. 


then 


Avoiding tax on sale of a business 

Many years ago you started a busi- 
ness with a $10,000 investment. You 
now have an offer to buy for $1,000,000. 
You know that by complying with Sec- 
tion 337 you can avoid the corporate 
tax. Your own capital gains tax will be 
almost $250,000, and you hesitate at 
such a sacrifice to convert your business 
into cash. 

Chances are that the assets of the 
corporation have a tax basis of close to 
a million dollars. In that event there 
will be little or no corporate capital 
gains tax. Even if the corporate basis 
is only $500,000, the capital gains tax 
to the corporation will be only $125,000 
—half of what it is to you. Have the 
corporation make the sale, but don’t 
dissolve it. Convert it into a personal 
holding company. Invest its cash in cor- 
porate stocks and municipal bonds. If 
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the million dollars produces $50,000 a 
year, the personal holding corporation 
will pay a tax of 4.5%, or $2,250, and 
distribute $47,750 to you as a dividend. 
You will pay on this at ordinary rates. 
Had you dissolved your corporation, 
you would have netted $750,000, which 
would produce annually, at 5%, only 
$37,500. You have realized over $10,- 
000 a year annually more, before taxes, 
and a proportionate amount after. 


Conclusion 

We have discussed here the advan- 
tages of the closely held corporation to 
the investor. Next month we will dis- 
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cuss its advantages to the man who is 
operating a business. 

The operation of a corporation for its 
tax advantages goes directly contra to 
all the lessons of prudent business. High 
indebtedness means tax deductible in- 
terest, tax-free repayment of principal, 
and freedom from worry about the sur- 
tax on undistributed profits. Real estate 
mortgaged to the hilt provides the in- 
debtedness, and frees us from personal 
holding company worries. The investor 
in the high brackets can use the cor- 
poration to great advantage if he will 
learn a little about real esta’e and not 
be afraid of debt. % 


Collapsible corporation is still a useful, 


if dangerous, tax planning device 


pws THE EFFORTS of the 1954 
Code to kill the collapsible corpora- 
tion, it is not an altogether dead duck 
at this moment. An intelligent way to 
think about it is suggested by Ralph 
M. Lewis, Los Angeles CPA and attor- 
ney, who says “The collapsible corpora- 
tion is still a useful tool of tax planning, 
however, it is also a somewhat danger- 
ous tool and should only be used by 
expert hands.” Mr. Lewis made these 
at the recent California 
Fifth Annual Tax Accounting Confer- 


observations 
ence, 


Definition of collapsible corporations 

A collapsible corporation is of course, 
one controlled by a small group of 
shareholders, and which is used by them 
to purchase or produce property with 
the intent of dissolving the corporation, 
or selling its stock, prior to the time it 
realizes a substantial amount of income 
property (Sec. 341(b)(1)). 
The intended result is to convert the 
income which would have been realized 
by the corporation, and which would 


from the 


have been ordinary income, subject to 
double taxation, into long-term capital 
gain realized by the shareholders. To 
plug this loophole, the old law provided 
that such income to the shareholders 
would be taxed as ordinary income, not 
as capital gain. 

However, even this penalty, if it may 
be called that, is not too bad. Even 
though the shareholders do not get capi- 
tal gain treatment, nevertheless they 
have avoided the corporate tax and yet 


have had the legal protection of the 
corporate entity. 


Changes made by new law 

The new law contains several changes 
in the collapsible corporation provisions, 
all tending to close further the loophole. 

Stock ownership test. Under the old 
law, the collapsible rules applied only 
to shareholders owning more than 10% 
of the stock. The new law exempts only 
shareholders owning 5% or less (Sec. 
341(d)(1)). 

This makes it more difficult to avoid 
the collapsible corporation section by 
owning a small amount of stock. The 
loophole is still open if there are more 
than 20 shareholders, but this is usually 
impractical. Note that the constructive 
ownership rules apply and a taxpayer 
cannot avoid this section by giving part 
of his stock to his family or other re- 
lated persons (Sec. 341(d)). Note that 
Section 544(a) rules, with certain ex- 
ceptions, are made applicable, rather 
than the Section 318 rules. 


Section 341 assets 

The new law contains a new term, 
“Section 341 assets,” which assets in- 
clude the following (Sec. 341 (b) (3) ): 

1. Stock in trade, inventory, or other 
property held by the corporation pri- 
marily for sale to customers in the ordi- 
nary course of its trade or business. 

2. Unrealized receivables or fees, ex- 
cept receivables from sales of property 
other than Section 341 assets. 

3. Real property or depreciable prop- 


erty used in the trade or business, ex- 
cept such property which has been used 
to manufacture, construct, produce, or 
sell property described in item 1 above. 


Presumption corporation is collapsible 


There is now a presumption that a 
corporation is collapsible if, at the time 
of liquidation or sale of its stock, the 
Section 341 assets have appreciated 
20% or more above their basis, and com- 
prise 50% or more of the fair market 
value of the corporation’s total assets 
(Sec. 341 (c)). In making the 50% 
test, cash and capital assets are not in- 
cluded in total assets. 

However, if these conditions are not 
present, their absence does not give rise 
to a presumption that the corporation is 
not a collapsible corporation. 

As under the old law, the collapsible 
rules do not apply where the corporation 
has realized a substantial amount of 
gain from the property it purchased or 
produced (Sec. 341 (b) (1) (A)). Like- 
wise, the shareholders still get capital 
gain if, upon sale or liquidation of their 
stock, 30% or more of their gain is 
attributable to something other than the 
Sec. 341 assets (Sec. 341(d) (2)). 


Substantially realized test 

Take, for example, a corporation 
formed for a tract development venture. 
It can be collapsed, avoiding corporate 
tax on some of its ordinary income and 
converting it into capital gain for the 
shareholders, in the following manner. 

The corporation can be dissolved after 
(say) 70% or 75% of the tract has been 
sold, so that it has realized a substantial 
portion of the income from the tract. 
Thus up to 25% or 30% of the gain can 
effectively be collapsed. Some writers 
believe that the corporation has realized 
a substantial portion of the gain from 
the property even before the 70% mark 
is reached, but there is doubt on this 
point and prudence would dictate draw- 
ing the line at at least 70%. 

Note that in this situation, the pre- 
sumption above must be 
avoided. However, the presumption only 
applies when the Section 341 assets 
have appreciated more than 20%. In 
the usual tract developments, it is doubt- 
ful that the fair market value of a group 
of unsold houses will exceed 120% of 
their basis. 


mentioned 


Need for correct determination of basis 


The 120% of basis test puts a pre- 
mium on the use of correct accounting 
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methods in determining basis. It should 
not be lightly assumed that basis is a 
simple matter which need not be 
checked. For example, assume that a 
tract builder thinks he can safely col- 
lapse his corporation because the fair 
market value of the houses is 119.9% 
of their basis. Included in basis is the 
cost of obtaining loans, including the 
bonus paid for a commitment by the 
lending institution to make permanent 
loans to the buyers. Builders often so 
capitalize such loan costs as part of con- 
struction revenue agents 
usually do not object because, while this 


costs, and 
treatment is theoretically incorrect, from 
a practical standpoint, the loan costs 
would be charged off anyhow when the 
houses are sold. But, under the new law, 
an agent could be expected to shift 
these loan costs to a separate deferred 
expense account. This would decrease 
the basis of the houses, thus increasing 
the percentage of appreciation, and per- 
haps resulting in the application of the 
presumption that the 
collapsible. 

The same thing could happen with 
respect to a refundable deposit with a 
water company which the builder was 
required to make to obtain installation 
of the water system. Builders commonly 


corporation is 


charge these water deposits to cost of 
construction. Again, an agent might 
transfer the deposit to a receivable ac- 
count, reducing the basis of the houses, 
with the same result. Incidentally, there 
apparently is no ruling or court decision 
as yet regarding the correct treatment 
of these water deposits. 


The 30% test 


The collapsible corporation treatment 
does not apply to the gain of a share- 
holder recognized during a taxable year 
unless more than 70% of such gain is 
attributable to the property so con- 
‘structed or purchased. Therefore, capi- 
tal gain treatment can still be attained 
by showing that more than 30% of the 
shareholder's gain is attributable to 
something other than the property con- 
structed or purchased. This would be 
so where, for example, the corporation 
had a surplus arising from past opera- 
tions, say a previous tract, or from an 
entirely different line of business. 

The collapsible corporation rules do 
not apply where the property in ques- 
tion has been held for more than 3 
years following the completion of its 
construction, manufacture, or purchase. 
Therefore, taxpayers could use the cor- 
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porate form to limit their liability in 
connection with constructing income 
property. The property could be depre- 
ciated rapidly for 3 years under the new 
depreciation methods, so that the cor- 
poration pays no tax during that period, 
and then be distributed in liquidation 
to the shareholders. Any appreciation 
in value would be taxed to them at capi- 
tal gain rates. 


New loophole? 

The draftsmen of the new law may 
have unwittingly poked a new loophole 
in it. In determining the 3-year holding 
period, there apparently can be tacked 
on to the corporation’s holding period 


the holding period of a transferor, if 
the property was transferred to the 
corporation in a tax-free exchange. So, 
assume that a dealer has property which 
he has held for about 3 years, but which 
is not a capital asset in his hands. He 
could transfer it to a corporation, either 
in a tax-free exchange for its stock, or 
as a contribution to its capital. Provided 
he has held the stock of the corporation 
for more than six months, he can then 
dissolve the corporation, take the prop- 
erty back at its fair market value, and 
thus get a stepped-up basis at capital 
gain rates, so that upon a subsequent 
sale there should be little or no ordinary 
income. % 





“Drawing accounts” to incorporators are 
“other property received” and taxable 
boot. Partnership assets were transferred 
to a new corporation as of 1/2/47. The 


partnership closed its books on 
12/31/46. As the articles of incorpora- 
tion were filed, and the certificate issued, 
in Dec. 1946, taxpayer contended the 
transfer occurred in 1946, an outlawed 
year and not in 1947. The court agreed 
with the Commissioner that the parties 
intended the corporation to commence 
business in 1947, and that the transfer 
occurred then. The partnership’s net 
worth at the time of the transfer was 
$242,000 and the corporation properly 
picked up the partnership assets and 
liabilities at that net value. It issued 
stock for $150,000 and recorded a 
liability to the former partners of $92,- 
400. The court held that all the require- 
ments of a tax-free exchange under Sec. 
112(b)(5) were met; it also found 
that by setting up the $92,400 as draw- 
ing accounts, the incorporators received 
an unrestricted right as creditors to that 
sum; the incorporators therefore re- 
ceived “other property.” Since the law 
allows only receipt of stock and securi- 
ties, gain on the exchange was recog- 
nized to the extent of these drawing 
accounts. Harrison, 24 TC No. 7. 


$145,000 advance to stockholder held 
loan not dividend. [ Acquiescence]. The 
Court held that $145,000 advanced to 
the dominant stockholder so that he 
could pay back income taxes and so 
secure a reduced prison term, was a true 
loan. It was secured by collateral, and 
the intent was always to repay it. Al 
Goodman, 23 TC No. 39, Acq. IRB 
1955-13, 5. 


Stock redemption had business purpose. 
Taxpayer and his wife acquired */, of 
the stock of a corporation, another 
couple acquired another */;, and gen- 
eral manager of the company acquired 
the remaining 1/;. In order to give the 
manager a !/, interest in the company, 
as he insisted, the company purchased 
some of the shares of each and cancelled 
a portion of each’s indebtedness. The 
manager was given an option to buy. 
Actually in 1945 he bought stock from 
the stockholders and acquired 1/, of 
the outstanding shares. The taxpayer ar- 
gued that the redemption was for the 
purpose of acquiring shares to meet the 
option. The court held that the redemp- 
tion of the two couple’s stock was not 
essentially equivalent to dividend since 
the company acquired the stock to meet 
the demand of the general manager and 
since the interests of each stockholder 
after the redemption was disproportion- 
ate to his interest before the redemption. 
Edw. C. Smith, Ct. Cl. 5/8/55. 


Payment of future profit to incorpora- 
tors is held to be dividends. Taxpayers 
transferred their automobile agency 
franchise to new corporation in ex- 
change for all of its stock and half of its 
profits for 10 years. The Second Circuit 
affirmed Tax Court’s holding that the 
profits received in effect were disguised 
dividends, since stock alone has full and 
adequate consideration for franchise. 
Crabtree, CA-2, 4/25/55. 


Excessive price paid by controlled cor- 
poration to its stockholder-partners a 
disguised dividend. Taxpayers were 
partners in an offset printing business 
and also sole stockholders of a letter- 
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press printing corporation. The corpo- 
ration in 1950 purchased the partner- 
ship business paying $100,000 above 
the asset value for goodwill and other 
intangibles. The tax court held gain on 
the sale was properly reported by the 
partners as capital gain. The Commis- 
sioner claimed the partnership had no 
good will, and the $100,000 payment 
was nothing more than a disguised 
dividend to the shareholders. The court 
held that the partnership did transfer 
goodwill of substantial value but not in 
excess of $45,000. The balance of $55,- 
000 was properly taxable as a dividend. 
LeVine, 24 TC No. 19. (Sec. 1239 of 
1954 Code now prevents sale to con- 
trolled corporation at capital gain rates. ) 


Sale and repurchase to clear title to land 
not a taxable event. The owners of the 
life and remainder interest put up the 
real property for sale and repurchased 
it themselves. This was done solely to 
perfect title to the land. To the extent 
that each of the parties repurchases his 
own interest, the transfer is tax-free. 
Rev. Rul. 55-179. 


No loss on surrender of part of common 
stock; was a step in a tax free reorgan- 
ization. Taxpayer who owned preferred 
and common, had a claim against a 
closely held corporation in financial dif- 
ficulties. All but one of the stockholders 
agreed to accept common for their 
preferred and their claims and to sur- 
render 60% of their original common. 
Taxpayers claimed a loss on the surren- 
der. The Tax Court held that this sur- 
render was part of a tax-free exchange, 
even though nothing was received for 
the common itself. Moreover, even if it 
could be regarded as separate, there 
was no evidence of the loss on the sur- 
render since there was no evidence of 
the improved value of the retained 
stock. Lincoln Estate, TCM 1955-70. 


No carryover of basis; stockholders 
bought assets for cash from trustee. 
Taxpayer claimed that in computing its 
EPT credit it could include as the basis 
of its assets their basis in the hands of 
a predecessor corporation. The prede- 
cessor was in bankruptcy in 1934 and 
taxpayer was organized by stockholders 
of the old corporation and its stock is- 
sued to them for “good will.” It pur- 
chased the assets of the old corporation 
at public auction for some $48,000. 
This, the Tax Court holds, was not a 
tax-free exchange; the property was ac- 
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quired for cash, not for stock or securi- 
ties. Moreover, there was merely an auc- 
tion sale, not a plan of reorganization. 
Goldstein, 23 TC No. 132. 


Transferor of property retained control 
despite option to executives. The 
amount of taxpayer’s invested capital 
credit depended on whether it had re- 
ceived assets in an exchange which was 
tax free. In 1932, its predecessor, be- 
ing in receivership, transferred its mail 
order business to taxpayer for 300,000 
shares of taxpaver’s stock. At the same 
time, executives received options to buy 
500,000 shares in the new company. 
The Tax Court found that the 300,000 
shares represented all the stock; the old 
company had control, the exchange was 
tax free. This court agrees that the 
stock option arrangement was not an 
integral part of the reorganization. The 
plan might have gone ahead without 
this feature. In fact, the stock options 
were never exercised. National Bellas 
Hess, CA-8, 3/21/55. 


Can amortize equipment over short 
lease from affiliate. [Acquiescence.] 
Several operating companies in 
Gloucester, Mass. (with interlocking 
directorates and stockholders) formed 
the taxpayer to manufacture artificial 
ice. The taxpayer leased land for 10 
years from one of them. At the end of 
the lease, the building and equipment 
would go to the lessor. In a brief opin- 
ion, the Court holds that the Commis- 
sioner has not shown that merely be- 
cause of the interrelation, a bona fide 
operating company cannot follow the 
general rule and amortize the assets 
over the life of the lease. Taxpayer can 
use the 10-year life. Fort Wharf Ice 
Company, 23 TC No. 30. Acq. IRB 
1955-13, 5. 


Tenant, at its dissolution, can’t expense 
premium on lease with its parent. The 
tenant entered into a 25 year lease with 
the taxpayer and paid a premium. Four 
months later the taxpayer acquired stock 
of the tenant and the lease was can- 
celled, the tenant liquidated and the 
premium charged off as a loss on the 
tenant-subsidiary’s return. Upon disal- 
lowance, the parent sues for refund as 
transferee. The Court holds the pre- 
mium continues to be amortizable over 
the 25 year life of the lease which the- 
oretically continues, having been in 
substance a distribution in liquidation. 
Cooper Foundation, CA-8, 4/21/55. 


Post-merger loss not a carryback against 
pre-merger profit. Under the Massachu- 
setts and Delaware law, a Massachusetts 
corporation which had been operating 
at a profit was merged into a new 
Delaware corporation. The merged 
company seeks to apply its operating 
loss against the Massachusetts profit. 
This, the Court will not permit. Firstly, 
it is Federal Jaw, not state law, which 
determines whether tax rights survive 
such a merger. The Stanton Brewing 
case (167 Fed 2(d) 573) is not appli- 
able since that allowed the carry- 
forward of an unused excess profits 
credit through a merger—here the ques- 
tion is the right to carry back. The court 
finds that the Code neither in language 
nor in intent permits a loss carryback. 
Newmarket Mfg. Co., DC Mass, 4/15/ 
55. 


102 penalty on corporation which made 
large emergency loan to stockholder. 
[Acquiescence.] In 1949, taxpayer, 
which had never paid dividends and 
had a surplus of over $200,000, made a 
$145,000 loan to enable its stockholder 
to pay back taxes. A dividend was dis- 
cussed but deferred in fear of business 
troubles over the publicity about stock- 
holder’s prison sentence. A dividend was 
paid in 1950. The accumulation, largely 
in cash, was held unreasonable for 1949. 
Al Goodman, Inc., 23 TC No. 39. Acq. 
IRB 1955-13, 5. 


“Partial liquidation” really a reorganiza- 
tion; cash distributed is a dividend. A 
manufacturer of rubber goods decided 
to go into the upholstered furniture 
business and distributed assets to a new 
subsidiary to do it, retaining only 
enough to pay debts. The stock of the 
subsidiary was distributed to the parent 
stockholders here). Tax- 
payers also received cash from the par- 
ent. The taxpayers argue that the parent 
was partially liquidated and the dis- 
tributions were capital. The Tax Court 
found it was a reorganization and held 
the cash distribution taxable as essen- 
tially equivalent to a dividend. The 
Circuit Court agrees there was a reor- 
ganization. It also rejects the argument 
that there was no business purpose, 
saying that an identity of business be- 
fore and after the reorganization is not 
required. It agreed that the cash is 
taxable as a dividend but it is taxable 
under 112(c)(2) “in pursuance of the 
reorganization,” not 115(g). Becher v. 
Comm., CA-2, 3/31/55. 
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Change in Chief Counsel’s relation to IRS 


may give Intelligence Division more power 


HE CHEF Counset of the Internal 

Revenue Service is now on the “ex- 
ecutive staff” of the Commissioner. 
What does this suggest for the handling 
of fraud cases? The meaning of Treas- 
ury Department Order 150-37 is not at 
all clear; we think the following points 
deserve consideration in evaluating its 
effect on the Chief Counsel in fraud 
prosecutions. The order, issued March 
17, 1955, reads substantially as follows: 

“9. An Assistant Genera! Counsel of 
the Department of the Treasury shall 
serve as Chief Counsel of the Internal 
Revenue Service and as counsel and 
legal adviser to the Commissioner in 
all matters pertaining to the adminis- 
tration and enforcement of Internal 
Revenue laws. The Chief Counsel shall 
serve as a member of the Commis- 
sioner’s executive staff. 

“3. The Chief Counsel shall be re- 
sponsible to the General Counsel of the 
Treasury Department for the establish- 
ment and maintenance of appropriate 
standards of practice and for the pro- 
fessional competence, recruitment, and 
evaluation of the work of the members 
of his legal staff. In other matters per- 
taining to the staffing and functioning 
of the Chief Counsel’s office, including 
the recruitment and evaluation of the 
work of officials and employees of the 
Chief Counsel's office, other than mem- 
bers of the legal staff, the Chief Coun- 
sel shall be responsible to the Commis- 
sioner of Internal Revenue. 

“4, Any legal matter involving Treas- 
ury policy in which the Commissioner 
disagrees with the advice given him 
by the Chief Counsel will be submitted 
by the Commissioner to the Secretary 
or the Under Secretary for resolution.” 


Clarification requested 


Commerce Clearing House, Inc., re- 
quested the Treasury Department for 


an interpretation of this Order. The 
telegraphic reply from David W. Ken- 
dall, General Counsel of the Treasury, 
was as follows: 

“Treasury Department Order 150-37 
makes no change in the internal organi- 
zation of the Treasury Department and 
the Internal Revenue Service. It merely 
formalizes a relationship which has 
existed for more than twenty years. 

“The Chief Counsel of the Internal 
Revenue Service is an assistant general 
counsel of the Treasury, as he has been 
since 1934. As such he is responsible 
to the General Counsel of the Treasury 
for standards of practice, professional 
competence, and all legal matters. He 
is the lawyer for the Internal Revenue 
Service, and a member of the Commis- 
sioner’s Executive Staff, as he has been 
also since 1934.” 


Fears still exist 


Mr. Kendall’s interpretation may not 
entirely allay legitimate fears which 
the tax profession may have as to what 
this Treasury Department Order means 
in actual practice; particularly, where 
a fraud investigation has taken place 
and the Intelligence Division has recom- 
mended criminal action. 

Administratively, what then normally 
takes place is the following: the Re- 
gional Counsel reviews the recommen- 
dation and if he concurs there is no 
special problem. The file goes forward 
directly to the Criminal Section of the 
Tax Division of the Department of 
Justice at Washington. But if the Re- 
gional Counsel does not concur in the 
recommendation for criminal action, he 
so advises the Assistant Regional Com- 
missioner-Intelligence, and gives that 
unit a chance to do further investigating 
and to present additional facts or views 
which may alter the position of the 
Regional ‘Counsel. 
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If, after having given the Intelligence 
Division this further crack at the case, 
the Regional Counsel still is not satis- 
fied that criminal action should take 
place, then normally the Intelligence 
Division would accede, and that would 
be the end of the criminal case. In a 
very few exceptional situations if the 
difference of views between the Intel- 
ligence Division and the Regional Coun- 
sel at the local level cannot be ironed 
out, then the case would go forward to 
the counterpart National Offices of the 
Intelligence Division and of the Chief 
Counsel for negotiations as to final dis- 
position of the case, one way or the 
other. 

The tax profession had always as- 
sumed that the Chief Counsel was ac- 
countable only to the General Counsel 
of the Treasury, and in no way could 
be considered as under the thumb of 
the Commissioner. 

Dame Rumor has it that in spite of 
Mr. Kendall’s reassuring statement that 
“no change” has taken place, Order 
150-37 is not seen in that light either by 
the Commissioner or by the Chief Coun- 
sel. Otherwise, why issue the Order 
altogether? 


Commissioner wants own attorney 

The grapevine indicates that the 
Commissioner for several years has been 
insisting that the Chief Counsel offi- 
cially be designated as the attorney for 
the Commissioner, precisely for the 
purpose of negativing the prevailing 
belief that the Chief Counsel was an 
independent legal officer not account- 
able for his views and actions to the 
Commissioner. 

Getting back to our fraud investiga- 
tion, what the tax profession fears is 
that if Intelligence insists there ought 
to be a prosecution, and if the Chief 
Counsel honestly believes the case is 
not one for prosecution, then Intel- 
ligence (being an arm of the Commis- 
sioner) very well may say to the Chief 
Counsel, “I appreciate your views but 
I choose to ignore them, and the Boss 
says that in this case we ought to leave 
the final decision to the jury.” If this 
is what Order 150-37 really means, 
then there has been effectively removed, 
or at least substantially undermined, the 
one remaining independent _ barrier 
(other than the Tax Division of the De- 
partment of Justice) to the Intelligence 
Division assuming the multiple role of 
investigator, prosecutor, and judge. 
This is disturbing. * 
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NEW DECISIONS ON FRAUD & NEGLIGENCE 








No corporate fraud in high salaries to 
stockholder’s relatives. Taxpayer cor- 
poration (petitioner was assessed as 
transferee) paid salary to the father-in- 
law of one of its two 50% stockholders. 
This employee was greatly assisted by 
his son-in-law, who made the invest- 
ment in part to provide a job for the 
father-in-law whom he had previously 
supported. Salary in excess of $35 a 
week disallowed as unreasonable. The 
Commissioner argued that since the son- 
in-law, in a high bracket, performed 
valuable services, payment to the 
fraud. The Court 
commented that in any event it was not 
fraud on the part of the corporation. 
Salary paid by the successor partnership 
to the above employee’s wife also found 
unreasonable. The Tax Court states 
merely that the burden of proof as to 
fraud not met by the Commissioner. 
Blanche Rosenzweig, Transferee, TCM 


1955-67. 


father-in-law was 


Criminal evasion upheld on failure to 
report kickbacks; Wilcox case distin- 
guished. [Certiorari denied.] The court 
commented that it is hard to see what 
is left of the holding in the Wilcox case 
(327 U.S. 404) that embezzled funds 
are not taxable income after the Rutkin 
case (343 U.S. 130) held extorted 
taxable. However, the court 
distinguished Wilcox by pointing out 
that the defendants here received “com- 
missions” from persons doing business 
with their employer, Bethlehem Steel. 
While it may be presumed that Bethle- 
hem was injured, its right to recovery 
should not take precedence over taxes 


money 


assessable on beneficial enjoyment and 
control. In one year, these commissions 
were paid not to the taxpayers directly, 
but to corporations controlled by them. 
These corporations paid income tax. 
Although the defendents received no 
sentence for that year, the court re- 
views the charge below on intent and 
finds no error in the district court’s 
charge. The defendants had contended 
on appeal that the court had not 
emphasized the bearing on intent of the 
fact that the corporation paid tax. 
Bruswitz, U.S. v., cert. den., 4/18/55. 


Wife not negligent because husband 
was, though income is community. 
[Acquiescence.] Negligence penalties 
were improperly assessed against a wife 


because the community income reported 
on her return had been negligently 
computed by her husband. SoRelle, 22 
TC 459. Acq., IRB 1955-17, 6. 


All income taxed to husband despite 
title by the entireties. Fraud sustained. 
Taxpayer contended that the Tax 
Court erred and that he should have 
been taxed on only one half of the in- 
come from property owned by him and 
wife as tenants by entireties. The Court 
held that, although under Maryland 
law each spouse is entitled to one half 
of the income from such property, a 
clear agreement to the contrary between 
the spouses was present here, followed 
by a long continued practice of treating 
all income as the husband’s. Further, 
the court sustained the Tax Court in 
its determination of the fair market 
value of property upon acquisition, 
which determination produced a gain 
rather than a loss on its later sale. There 
was ample evidence to support the Tax 
Court’s finding of fraud, since the rec- 
ord showed a consistent understate- 
ment of income, the use of fictitious 
names and prior inconsistent statements 
by the Lipsitz, CA-4, 
4/12/55. 


taxpayer. 


Fraud penalty upheld; petitioner failed 
to appear. The government imposed 
penalties as well as deficiencies against 
taxpayer. In its answer to taxpayer’s Tax 
Court petition, it alleged fraud. Tax- 
payer failed to reply, and the Govern- 
ment moved that allegations in _ its 
answer be deemed admitted. Taxpayer 
failed to appear at hearing on that 
motion. Deficiencies and fraud penalties 
sustained. McDonald, TCM 1955-96. 


In a criminal case the government need 
not prove lack of deductions as well as 
unreported income. [Certiorari denied.] 
The defendant was found guilty, in the 
district court, of criminal evasion of in- 
come tax. He had cross-examined the 
government's witnesses who introduced 
evidence that he omitted gross income, 
but put in no evidence of his own. In 
the circuit court he contends that his 
motion for acquittal had been improp- 
erly denied. His theory is that the gov- 
ernment must prove not only that gross 
income was understated but also that 
there were no unclaimed deductions to 
offset the unreported income. Pointing 
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out that deductions are peculiarly 
within the defendant’s knowledge, the 
court holds that the government can 
use the deductions on the return in 
making out a prima facie case. It is up 
to the defendant to prove additional 
deductions if any. The circuit court 
finds no error in the trial court’s admis- 
sion of worksheet from which the re- 
turn was prepared, limitations on cross- 
examination of government witnesses, 
etc. Bender, U.S. v., cert. den., 5/9/55. 


No tax forgiveness if 1942 was fradu- 
lent. [Non-acquiescence.] The court 
found the taxpayer liable for fraud 
penalties for 1942; hence, under the 
statute, the forgiveness of 1942 tax 
under the current tax payment Act did 
not apply. For 1943: the Commissioner 
took the inconsistent position of adding 
part of the 1942 tax to the 1943. This 
the court said was erroneous.  Kil- 
patrick, 22 TC 446, Non-acq., IRB 
1955-19. 


Commissioner has choice of income 
computing methods where no books 
kept. Taxpayer operated a beer parlor, 
lunch counter, and pool hall. As his 
records were wholly inadequate, the 
revenue agent recomputed income on 
the basis of his bank deposits. Taxpayer 
contested the deficiency assessment 
claiming this method greatly inflated 
income. He engaged his own CPA to 
recompute income by net worth com- 
putations. The court held the choice of 
methods, where no books are kept, rests 
with the Commissioner. The net worth 
computations are rejected because the 
proof of opening net worth was insuffi- 
cient. The deficiencies were sustained. 
Miller, TCM 1955-112. 


Hiring an accountant won't avoid 
negligence penalty for lack of records. 
Taxpayer operated a racing stable. 
Although he hired an experienced ac- 
countant, he furnished all figures to the 
accountant without substantiation by 
vouchers or bills. The negligence 
penalty was upheld for his failure to 
keep adequate cost records. Wexler, 
TCM 1955-122. 


Failed to file EPT return on CPA’s 
advice; no penalty. The taxpayer cor- 
poration failed to file an excess profits 
tax return on the advice of its regular 
auditor, a CPA. The Court found the 
officers relied on his advice in good 
faith. No penalty for failure to file. 
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However, since no return was filed, the 
statute of limitations did not run against 
excess profits tax and the transferees 
were properly, assessed. Blanche Rosenz- 
weig, TCM 1955-67. 


IRS cost formula, used to check bagel 
industry, upheld. Fraud penalties sus- 
tained. In the course of its examination 
of the N.Y.C. bagel industry, the IRS 
developed a reconstruct 
receipts by converting the flour pur- 
chases into finished Allowance 
was made for waste, consumption by 
employees, and returns. Taxpayer’s rec- 
ords were incomplete and inadequate 
and the government increased its re- 
ceipts for each of several years by using 
the above method. On a fraud charge, 
taxpayer did not deny its failure to re- 
port the correct receipts but alleged 
that the unreported income was equal to 
unreported cash wages paid so that 
there was no understatement of net in- 


formula to 


units. 


come. The court did not accept tax- 
payer’s explanation, that it was an in- 
dustry practice to pay a portion of the 
wages in cash out of the receipts to 
avoid reporting of withholding taxes. 
No employees testified in support of 
the claim. The alleged deduction for 
cash wages paid was not accepted and 
the fraud charge for underreporting 
receipts was sustained. D & H Bagel 
Bakery TCM, 1955-100; Neptune 
Bagel Bakers, TCM 1955-101. 


Employee taxable on kickbacks from 
suppliers whose padded bills he ap- 
proved. Taxpayer was business manager 
of an organization. He was authorized 
to approve payment of bills and to sign 
checks. He entered into a scheme with 
a painter whereby the latter did work 
for the employer and submitted padded 
bills and returned the amount of over- 
. payment to taxpayer. Also, work per- 
formed on taxpayer's home was charged 
to and paid by the employer. Taxpayer 
contended that all of the unreported 
funds were embezzled from his em- 
ployer and hence non-taxable. In affirm- 
ing the trial court, the Court held that 
such fraudulent receipt of funds did 
not constitute embezzlement, since the 
funds were not received by the taxpayer 
as agent of his employer and thereupon 
converted to his own use. Louis Berra, 
CA-8, 4/22/55. 


“Nobody bets on more than 3 horses in 
one race for one account!” A _book- 
maker’s daily betting sheets showed 
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Wexler had large unreported winnings. 
Wexler contended he acted as a con- 
duit in placing a portion of the bets. 
The sheets showed his bets on 3 or 
more horses in the same race, and his 
bets on horses other than the ones he 
owned. He argued no one would bet 
against himself or on more than 3 horses 
in one race. The court agreed, but be- 
cause of the lack of records and the 
vague testimony about his “fringe of 
society” activities, the court, applying 
the Cohan rule approximated $40,000 
as his own unreported gambling in- 
come from bets. Wexler, TCM 1955- 
122. 


Delinquency penalty for failure to file. 
Delinquency penalty for failure to file a 
1941 return was upheld in spite of tax- 
payer's claim that one was timely filed. 
Taxpayer produced no corroborating 


evidence and the court felt his state- 
ment was unworthy of belief. Flori, 


TCM 1955-108. 


Two sets of books evidence of intent 
to defraud. From 1941 to 1947 tax- 
payer operated a tavern in partnership 
with an illiterate. He maintained 2 sets 
of books, one for the tax authorities, and 
the other for the partners. The latter 
records, and the state sales tax returns, 
revealed greater income than that re- 
ported. The court held the evidence 
sufficient to establish fradulent under- 
statements of income, and the defi- 
ciencies and fraud penalties for the 
period were sustained. For the years 
1948 and 1949 when taxpayer was the 
sole owner of the tavern the fraud 
penalty was not sustained as not more 
than one set of books was kept then. 
Flori, TCM 1955-108. 





NEW NET WORTH DECISIONS 








Reconstruction on gross receipts method 
upheld. [Certiorari denied.] There was 
no error in presenting to the jury a 
computation of net income based on 
estimated profit margin when it was 
admitted that all receipts were de- 
posited in a bank, and the Government 
figures were based on those deposits. 
Holbrook v. U.S. cert. den., 4/27/55. 


Net worth method and fraud penalty 
sustained. The fraud penalty was 
assessed against taxpayer for the years 
1942-1945. Taxpayer sold autos, boats, 
machinery and engaged in other activi- 
ties including stock market operations. 
He kept no records except for some in- 
voices and sales slips. The Commis- 
sioner was held justified in using the 
net worth method and the fraud penalty 
was sustained. Because of the finding 
of fraud, the statute of limitations had 
not run on any of the years 1942-1945. 
For 1946 and 1947 income was re- 
computed from taxpayer's fragmentary 
records and only the negligence penalty 
was asserted and sustained. Lusk, TCM 
1955-119. 


Employee subjected to net worth 
method. Using a net worth computa- 
tion, the Commissioner increased the 
income of a salaried employee by some 
$25,000 for the period 1949-1951. Tax- 
payer, who had worked on various jobs, 
contended that he had a cash hoard of 
some $10,000 at the beginning of the 


net worth period. That was not ac- 
cepted But the court did adjust the net 
worth computation downward by reduc- 
ing the estimate for living expenses and 
personal repairs, and by taking into 
account receipts from borrowings sand 
sales of furniture. Assessment was re- 
duced to $14,350. Hasson, TCM 1955- 
121. 


Liquor agent subjected to net worth 
computation to prove fraud. Taxpayer 
from 1943-1945 was employed as a 
sales promotion agent for a distillery, 
and also held secret interests in several 
liquor establishments. He reported no 
income from such interests. As taxpayer 
had destroyed all personal records at 
time of audit, the agent used the net 
worth computations to reconstruct in- 
come for the 3 years period. Deficiencies 
and fraud penalties were sustained. The 
court from the evidence refused to 
believe taxpayer's claim that he had ac- 
cumulated a cash hoard of $57,000 at 
the beginning of the net worth period. 
However, an adjustment in taxpayer’s 
favor was made for a capital gain on 
sale of one of the liquor establishments 
which had been reported as ordinary 
income. Tossas, TCM 1955-114. 


Receipts reconstructed by applying 
standard markup to purchases. Tax- 
payer was in the liquor business in 
Tennessee in 1943. A lengthy investiga- 
tion of liquor dealers and bootleggers in 
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that area by government agents re- 
vealed a widespread practice of selling 
liquor to bootleggers in excess of the 
331/3% OPA markup. 
The agent examining taxpayer found 
unreported purchases of some $14,000 
and recomputed sales on the basis of 
331/,% markup on total purchases. 
Income was thereby increased by $18,- 
000. The court held that with the 
absence of complete and adequate rec- 
ords, the taxpayer failed to meet his 
burden of showing the government’s 
determination as erroneous. Further- 
more, taxpayer did not substantiate his 
claim that the government failed to 
allow for shrinkage, theft, breakage or 
shortage. The monthly liquor reports he 
was required to file with the Bureau did 
not prove this. Estate of Stewart, TCM 
1955-107. 


permissible 


Physician’s net worth proved fraud. 
Taxpayer was a physician. Deficiencies 
and fraud penalties assessed 
against him for the period 1942-45 
based on reconstructed income using 


were 


net worth computations. The net worth 
computation was used in lieu of tax- 
payer's meager records to increase re- 
ported income by amounts varying from 
237% for 1942 to 551% for 1945. His 
claim that he had a cache of $49,000 
at the beginning of the period was held 
refuted by the evidence of his financial 
transactions from 1927 to 1941. The 
Commissioner’s determination of closing 
net worth of $9,300 was upheld based 
on taxpayer's own admission of such 
sums. Hawkins, TCM 1955-110. 


Net worth judgment reviewed and 
affirmed in light of Supreme Court 
cases. Taxpayer’s conviction for fraud 
was vacated by the Supreme Court and 
remanded for reconsideration in the 
light of its four recent net worth deci- 
sions. At trial defendant had made no 
motion for acquittal and he had affir- 
matively approved Court’s instructions. 
This court therefore declined to con- 
sider the issues of sufficiency of evidence 
and instructions, but observed that 
aside from evidence on net worth there 
was direct evidence of specific omitted 
income. Mitchell, CA-8, 5/3/55. 


Fraud conviction reaffirmed on recon- 
sideration. On remand by Supreme 
Court of net worth conviction for re- 
consideration in light of its four net 
worth decisions, Circuit Court re- 
affirmed. McFee, CA-9, 4/29/55. 


Net worth conviction reaffirmed on 
Supreme Court remand. Conviction of 
tax evasion remanded by Supreme 
Court in accordance with its policy of 
requiring re-examination in the light of 
its four net worth decisions by Courts 
of Appeals of all cases even remotely 
involving the net worth theory. In re- 
affirming the conviction, the court held 
that, although the indictment was 
framed according to net worth theory, 
it was clear that the case as presented 
to the jury pivoted on the issue as to 
whether certain undisputed receipts by 
the taxpayer were non-taxable gifts or 
payment for services. The net worth 
computations, therefore, were 
portant. Burdick, CA-3, 5/6/55. 


unim- 


Net worth conviction upheld. During 
1946 and 1947 taxpayer operated auto- 
mobile agency, engaged in farming and 
livestock raising, and dealt in lumber 
and timber. His books and records were 
inadequate. Taxpayer concealed §sub- 
stantial bank account and other records 
from agents. Real net income was twice 
that reported. Jury rejected taxpayer's 
claim that although a highly successful 
businessman he could through ignor- 
ance, negligence, or mere oversight un- 
derstate income so substantially. Admis- 
sion of executed Form 870 into evi- 
dence was not harmful error, since jury 
was properly instructed that should not 
be taken as admission of fraud and the 
amount of taxpayer’s income was not an 
issue in case. Correction sustained. 
Hargis, CA-8, 4/29/55. 


Net worth conviction of admitted 
gambler affirmed. Taxpayer, an ad- 
mitted perjurer, gambler, bootlegger, 
embezzler, and pimp, kept no books 
and records in taxable years 1946 
through 1949. After taxpayer waived 
attorney-client privilege, his prior tax 
attorney testified that taxpayer had 
given him 4 conflicting versions of his 
increase in net worth for the taxable 
years. In affirming conviction, court 
found that a likely source of additional 
income was gambling, since taxpayer 
was an admitted gambler. Taxpayer's 
right to a speedy trial was not violated 
by the lapse of one year and 2 months 
from the beginning of his trial until 
final judgment pronounced by court 
(jury trial waived). Speedy justice does 
not mean hasty justice. Campodonico, 
CA-9, 4/27/55. 


Tax Court allows more starting cash in 


Tax fraud and negligence * 53 


net worth computation. [ Acquiescence.] 
Based largely on the Court’s lack of trust 
in the credibility of the taxpayer, the 
Commissioner’s reconstruction of income 
by the net worth method was accepted. 
However the Court found that the tax- 
payer, having been engaged in illegal 
activities for many years, had _ sub- 
stantial funds at the opening of the 
period. Fraud penalties sustained. 
Michael Potson, 22 TC 912. Acq. IRb 
1955-13, 5. 


Net worth conviction remanded by 
Supreme Court upheld. The Tenth Cir- 
cuit re-examines this case sent back by 
the Supreme Court at the time it de- 
cided the Holland case. This court finds 
that the Government relied mainly on 
specific instances of unreported income, 
which were sufficient to sustain the con- 
viction. Moreover, the net worth evi- 
dence introduced was properly sup- 
ported, and the defendant did not claim 
any error in that part of the case. Con- 
viction sustained. Watts v. U.S., CA-10, 
3/16/15. 


Fraud conviction on receipts, disburse- 
ments, and net worth upheld. Taxpayer 
was indicted for tax evasion in *44, ’46, 
and ’47. He was acquitted for ’46 and 
"47. As to 1944, his return disclosed 
income from dividends, interest, rents, 
and business of an _ athletic club. 
Government introduced evidence of 
operation of gambling business on vast 
scale and proved large bond purchases 
during the year. Assets ascertained from 
ledgers and bond records, taxpayer's 
investment counsellor and debtors, con- 
tents of safe deposit box, real estate 
records and auto dealer records. Liabil- 
ities obtained from records of mort- 
gages. Conviction upheld. Beard, CA-4, 
4/15/55. 
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Effective use of marital deduction 
trusts under 1954. Code 


by ALBERT MANNHEIMER, HENRY L. WHEELER, JR., and JoeL Invinc FrrEDMAN 


A N IMPORTANT ESTATE PLANNING 
£\ point frequently overlooked is that 
a power-of-appointment trust is not the 
only kind of trust that can qualify for 
the marital reduction. The other type of 
trust which the “estate 
trust.” 


qualifies is 


The power-of-appointment trust, un- 
der which the wife (used here to mean 
surviving spouse) is given all the in- 
come together with a general power of 
appointment, was provided for orig- 
inally in Section 812(e)(1)(F) of the 
1939 Code and is now in Section 2056 
(b)(5) of the 1954 Code. The estate 
trust, under which all of the income is 
payable to the wife or (if local laws per- 
mit) accumulated and on her death the 
principal (together with any accumu- 
lated income) is payable to her estate, 
is expressly provided for in Regulations 
105. 

The provide 
that such a trust will qualify for the 
marital reduction (Reg. 105, Sec. 
81.47a(b) (2), 3rd unnumbered par.). 
As a matter of fact, this estate trust 
would qualify for the marital deduction 
even though the income during the 
wife’s life were given to someone other 
than the wife. Of course, in that case 
the marital deduction would be limited 
to the value of the remainder interest 
which would pass to the wife’s estate. 


regulations expressly 


Advantages of estate trust 


Each of these two types of trust has 
certain advantages. The advantages of 
the estate trust not affected by the new 
Code include the following: 

1. Since there is no limitation whatso- 
ever as to the type of property which 
can be included in an estate trust, it 
often should be used when it is the 
husband’s desire to have the trust per- 


manently retain non-productive prop- 
erty, e.g., non-dividend-bearing stock of 
a family corporation. (Incidentally, 
doubt has been expressed as to the 
validity of the regulation declaring that 
a power-of-appointment trust would be 
disqualified if the trustee were required 
to retain property which is not likely to 
be income producing. However, the 
corresponding provision of the gift tax 
regulations (Reg. 108, Sec. 86.16a(b) ) 
has recently been held valid. Estate of 
Charles T. Smith, 23 TC No. 44 
(1954).) 

2. In cases where the wife would be 
apt to find herself in high income tax 
brackets, the estate trust can be used 
to provide for the accumulation or 
quasi-accumulation of the income, thus 
reducing the income taxes payable by 
the wife after the death of her husband. 

3. If the husband’s will provides for 
an estate trust, the wife in her own will 
can create new trusts measured by the 
rule against perpetuities commencing as 
of the date of her death, as distinguished 
from the date of her husband’s death. 

4. The corpus of the estate trust 
passes into the wife’s estate, thus pre- 
cluding any problems as to apportioning 
taxes and administration expenses as 
between appointive property and the 
wife’s separate estate. 

5. The estate trust is easier to draft 
and to qualify for the marital deduction. 


Advantages of power-of-appointment 


Advantages of the power-of-appoint- 
ment trust not affected by the new Code 
include the following: 

1. If the husband uses this type of 
trust, he can provide for alternate takers 
in case his wife fails to exercise her 
power. Moreover, he can even throw ob- 
stacles in/the path of her exercising her 


54 


power by providing (a) that to exercise 
her power she must make specific refer- 
ence to it in her will, and (b) that she 
must do so in a will made by her after 
his death. (Reg. 105, Sec. 81.47a(c).) 

2. If the power-of-appointment trust 
is used, the trust principal on the wife’s 
death does not become part of her es- 
tate, at least for non-tax purposes, and 
is thus immunized against claims of 
creditors and against any rights of a 
second husband. 

3. The corpus of a power-of-appoint- 
ment trust does not pass into the wife’s 
estate and thus escapes being subjected 
to a new set of expenses and fees, and, 
in some jurisdictions, state death taxes. 

4. When the power-of-appointment 
trust is used, death of the widow will 
cause no change in managerial arrange- 
ments if she lets the trust continue. 

5. The power-of-appointment, as dis- 
tinguished from the remainder interest 
in an estate trust, is inalienable. 

(For a discussion containing refer- 
ences to the authorities, see Mann- 
heimer and Wheeler, “Relative Merits 
of Two Kinds of Trusts That Qualify 
for the Marital Deduction,” Proceedings 
of N.Y.U. 11th Annual Institute on Fed- 
eral Taxation, 673; 31 Taxes, 373 (May, 
1953).) 


New features under 1954 Code 


The relative merits of the two kinds 
of marital deduction trusts (the power 
of appointment trust and the estate 
trust) have been modified by the In- 
ternal Revenue Code of 1954 in the 
following respects: 

1. Under Section 812(e)(1)(F) of 
the 1939 Code, the main requirements 
for qualifying a power-of-appointment 
trust for the marital deduction were that 
the wife receive all the trust income cur- 
rently and that she be given a power-of- 
appointment over all the trust principal. 
Section 2056(b) (5) of the 1954 Code 
provides among other things that a spe- 
cific portion of a power-of-appointment 
trust can qualify for the marital deduc- 
tion, provided the wife gets all the in- 
come from, and an exclusive power-of- 
appointment over, that specific portion. 
It has accordingly been suggested that 
in some cases it may be desirable to 
qualify a portion of a single trust. How- 
ever, Fleming points out: 

“All the income from a specific por- 
tion’ is not the same as ‘a specific portion 
of all the income,’ or put differently, the 
‘income from half’ is, of course, not the 
same as saying ‘half the income.’ It is 
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submitted that the wording still contem- 
plates and requires a separate share to 
which the income right and appointive 
power are applicable. Indeed the lan- 
guage seems more explicit now than 
before.” (“Present Status of the Marital 
Deduction,” 33 Taxes 167, 168 (March, 
1955).) 

Fleming’s view is borne out by the 
recent Revenue Ruling 54-553 (IRB 
1954-48) covering certain insurance 
proceeds retained by the insurer. The 
wife was entitled to all the income with 
the unrestricted right to withdraw up to 
one-half of the principal during her life- 
time. The regulations provide, in effect, 
that a portion of the proceeds of an 
insurance policy can qualify if there is 
compliance with the prescribed condi- 
tions as to that portion. (There was no 
corresponding regulation with respect to 
a portion of a power-of-appointment 
trust under old Section 812(e) (1) (F).) 
Nevertheless, the ruling denied the 
marital deduction, saying: 

“In each instance, the law and the 
regulations dealing therewith make it 
clear that the power in the spouse must 
extend to the entire corpus of a single 
trust, or, in the case of life insurance 
proceeds, to the entire amount (whether 
the whole or a specified portion thereof ) 
held by the insuror in a single fund.” 

Fleming also points out the adminis- 
trative difficulties which may be in- 
volved where it is sought to qualify a 
portion of a single power of appoint- 
ment trust: 

“(3) The mechanics of administra- 
tion where there are provisions for inva- 
sion, withdrawal, distributions or ac- 
cumulations are much more compli- 
cated when the marital portion is part 
of a single trust than they are under a 
dual arrangement. Sound estate plan- 
ning calls for such provisions, and as 
soon as the power is exercised, the 
trustee, out of self-defense, has little 
choice but to make division on his books 
and maintain separate accounts. There- 
fore, why not at the outset? 

(See also Casner, “The Internal Reve- 
nue Code of 1954: Estate Planning,” 65 
Harvard Law Review 433, 481 et seq. 
(Jan. 1955); Lovell, “Marital Deduc- 
tion Simplified,” 93 Trusts and Estates 
760 (Sept. 1954); and “Marital Deduc- 
tion Trusts Under the New Code,” Oct. 
7, 1954, Estate Planner’s Letter.) 

Since the new Code was passed, no- 
body appears to have pointed out that 
if a single marital deduction trust is 
desired, at least some of the problems 


discussed above can be avoided by us- 
ing an estate trust. The reason is that an 
estate trust need not comply with the 
conditions laid down for a power-of- 
appointment trust. Incidentally, as far 
back as 1952, long before the 1954 
amendment, Rabkin and Johnson, 3 
Current Legal Forms, 472, observed 
that a portion of an estate trust could 
qualify for the marital deduction. 

2. Under the old Code, if a wife in- 
herited income items from her husband, 
é.g., renewal commissions, and _ later 
made a transfer of the right to receive 
suc.i commissions, the remaining un- 
paid commissions all became taxable in 
the year of transfer. Since the widow’s 
death resulted in a “transfer,” it meant 
that if the commissions passed through 
her estate they all became taxable as 
income in the year of her death. Under 
the old Code, this bunching could be 
avoided if the commissions were placed 
in a power-of-appointment marital de- 
duction trust, and if the widow failed to 
exercise her power-of-appointment. 
This procedure avoided a transfer by 
the wife and permitted the income 
items to be transmitted to the alternate 
takers named in the husband’s will. Re- 
sort to this procedure is no longer neces- 
sary because the bunching of income on 
death of the widow has been eliminated 
by Section 691(a)(2) of the 1954 
Code. 


3. Suppose property held in a power- 
of-appointment marital deduction trust 
and worth $100,000 at the time of the 
husband’s death has increased in value 
to $200,000 by the time the wife dies. 
The wife could give her beneficiaries 
the benefit of a $200,000 basis by exer- 





Court finds contingent beneficiary may 
need income; charitable deduction 
allowed for remainder only. Decedent's 
will left the residue in trust; income and 
corpus to go to charity except that up 
to one quarter of the income should go 
to each of three relatives if they “need 
any of the income for comfortable sup- 
port and maintenance.” The Commis- 
sioner had argued that there was no 
certainty that this #/, of the income 
would go to charity during the lives of 
these relatives. The Court found that 
the income, standard of living and capi- 
tal of two was such that there was little 
possibility of their needing additional. 
As to the third, he was younger and 
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cising her power. On the other hand, if 
the property has declined in value to 
$50,000, she would be in a position to 
preserve the $100,000 basis by not exer- 
cising her power-of-appointment, thus 
permitting the property to pass to the 
alternate takers named in the husband’s 
will. This advantage of the power-of- 
appointment trust no longer exists, inas- 
much as Section 1014(b)(9) of the 
1954 Code provides that the basis in 
the hands of a person acquiring prop- 
erty from a decedent, including prop- 
erty acquired through the exercise or 
non-exercise of a taxable power-of-ap- 
pointment, is the value on the date of 
death (or on the optional valuation 
date). 


Rule of thumb 


The relative importance of the ad- 
vantages and ‘disadvantages discussed 
above will vary from case to case. 
Nevertheless, unless the testator has 
some particular objective which makes 
it imperative to select one or the other 
type of trust, such as control over dev- 
olution, or perpetuating a family cor- 
poration, we nominate the following as 
a rule of thumb: In larger estates where 
either (a) accumulations to keep the 
widow out of high income tax brackets 
or (b) long trust periods to avoid suc- 
cessive death taxes, is important, use 
the estate trust. In smaller estates, 
assuming there is to be a _ separate 
marital deduction trust, where these 
tax-saving 
weighed by the advisability of minimiz- 
ing expenses at the time of the widow’s 
death, use the power-of-appointment 
trust. * 


considerations are out- 





his income was close to his expenses. 
The Court allowed as a charitable de- 
duction in computing the estate tax the 
value of the entire trust less the present 
value of '/, of the income. Gilfillan v. 
Kelm, DC Minn., 2/9/55. 


Trustee’s power to invade principal “if 
wise” prevents charitable deduction. 
Decedent’s will left the residue of his 
estate in trust, income to his sister for 
life, residue to charity. The trustee was 
given the power to invade principal for 
the sister “if he deems it wise”. The 
Court agrees with the Commissioner 
that the trustee has not been given a 
definite standard and that it is therefore 
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impossible to find how much will go to 
charity. No deduction for charity 
allowed. Powers Estate v. U.S. DC 
Mass., 3/14/55. 


Cash gifts to wife not in contemplation 
of death. Decedent’s gross estate ap- 
proximated $250,000. Annual and semi- 
annual cash gifts of $3000 to his wife 
over a 5-year period when decedent 
was 55-60 years old, were held not 
made in contemplation of death. The 
court considered the absence of appre- 
hension of death and the size of the 
gifts in proportion to decedent’s hold- 
ings. Selling, 24 TC No. 26. 


Donor’s estate gets no credit for pre- 
vious tax paid by donee. The decedent 
had created a trust giving her son a 
power of appointment. The son had died 
and the trust had been included in his 
estate. Now the estate of the donor 
claims a credit for that estate tax (which 
was paid within five years). This Court 
agrees with the Tax Court that the 
credit is not allowable—the property 
was not “received by” the decedent as 
specified in the statute. Ohio Nat'l. 
Bank v. Comm. (Yantes Estate), CA-6, 
2/18/55. 


Making trust irrevocable did not affect 
power to amend; it is includible in 
estate. In 1925, decedent had created 
a trust in which he reserved powers to 
alter or revoke. In 1937, he made ex- 
tensive changes and also made the trust 
irrevocable. The Commissioner argued 
that he still retained at his death the 
power to amend and the trust is there- 
fore includible in the estate. This Court 
agrees, as did the Tax Court. It is a 
difficult question of intent; the Court 
based its decision on the probability 
that if the important power to amend 
‘were relinquished, it would be done ex- 
pressly. The tax law at that time was 
much confused by conflicting cases and 
is no help in ascertaining the dece- 
dent’s intent. R. I. Hosptial Trust Co. 
(Steers Estate), CA-1, 3/10/55. 


Martial deduction for insurance subject 
to spouse’s power of appointment. A 
surviving spouse entitled to the life- 
time income on insurance policies re- 
tained by the company had the sole 
right to direct payment of the proceeds 
at her death to her “executors, adminis- 
trators or assigns.” This right consti- 
tutes a power to appoint to her estate, 
and the proceeds of the policy would 
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therefore qualify for the marital de- 
ductions in the estate of the insured. 
Rev. Rul. No. 55-277. 


Marital deduction available where wife 
could, under local law, appoint insur- 
ance proceeds to herself. Decedent left 
his wife income from life insurance 
policies. In a contested adversary pro- 
ceeding in Illinois, the local court held 
the wife entitled to appoint the princi- 
pal proceeds to herself. The Tax Court 
considering itself bound by that con- 
struction of the policies, qualified the 
proceeds for the marital deduction. 
Wynekoop, 24 TC No. 21. 


Widow’s rights as joint tenant permit 
marital deduction: lesser right by will 
not operative. Decedent and wife owned 
property jointly. They executed joint 
and mutual wills devising all property 
to survivor for life with remainder over 
to designated beneficiaries. The Tax 
Court held that the interest passing to 
the surviving spouse was a life interest 
under the will, a terminable interest, 
and denied the marital deduction. On 
appeal, the court reversed. Joint tenancy 
interests pass by virtue of instruments 
creating the tenancy. Decedent’s will 
couldn't give to others or make ter- 
minable what wife was already entitled 
to as surviving joint tenant. There- 
fore, estate is entitled to the marital de- 
duction on all the joint property pass- 
ing to her. Awtry, CA-8, 4/26/55. 


Refund of estate tax barred; special 
relief in 1949 Act unavailable. The 
Technical Changes Act of 1949 
amended Sec. 811(c) of IRC 1939 
retroactively and suspended the statute 
of limitations on refund claims under 
this amendment. Taxpayer filed his 
claim for refund of a deficiency assess- 
ment beyond the three year statutory 
period and maintained that it was timely 
because it related to a_ substantive 
charge in Sec. 811(c) as thus was 
amended retroactively. The court held 
that the original assessment was asserted 
pursuant to Sec. 811(a), an unamended 
section, and taxpayer could not avail 
himself of the special relief. Sharpless, 
CA-3, 4/21/55. 


Right to husbands renewal commissions 
during wife's lifetime a_ terminable 
interest; no marital deduction. De- 
cedent made a bequest to his wife of 
rights to insurance renewal commissions 
but commissions not yet due at the time 


of her death were to go to their son. 
Under New York law the interest of 
the wife was held to be terminable. Be- 
quest did not qualify for the marital 
deduction. Selling, 24 TC No. 26. 


Prolonged liquidation of estate over 13 
years proper. The Commissioner sought 
to tax to the sole remaining legatee the 
undistributed income from an estate for 
the years 1948-1950, contending that 
the administration period had long ex- 
pired. The estate, created in 1939, held 
real estate and mortgages. The execu- 
tor was required to reduce the estate 
to cash before liquidation, in the 
absence of an election by the legatee to 
receive the estate property in kind. The 
executor was held justified, because of 
business conditions, in prolonging the 
liquidation process over 13 years to 
1951 so as to realize the best possible 
prices. As the estate had not been fully 
administered prior to 1951, its income 
prior thereto was not chargeable to 
the legatee. Tuttle, TCM 1955-111. 


Deduction for executors’ fees limited to 
amount determined under local law 
despite heirs agreeing to higher fee. 
Executors of an estate received as their 
commissions 4% of the personalty and 
3% of the realty, or a total of $79,000. 
Pennsylvania’s Orphan's Court fixed 3% 
of personalty as fair compensation, but 
confirmed the amount actually paid as 
the residuary legatee had approved the 
extra 1% commission. For state inherit- 
ance tax purposes however, only 3% 
was allowed. The Commissioner dis- 
allowed the extra 1% as a deduction in 
computing the federal estate tax. The 
Code permits deduction of administra- 
tion expenses “as allowed by the laws 
of the jurisdiction.” The court agreed. 
The finding by the local court that 3% 
was fair compensation for the state 
inheritance tax controls for the federal 
estate tax. Fidelity-Philadelphia Trust 
Uo., CA-3, 4/21/55. 


Real estate valued; Commissioner 
doesn’t offer expert testimony. The es- 
tate reported a Texas farm property 
near Fort Worth at $24,000 in 1949; 
it was sold in 1951 for $38,000. The 
Commissioner valued it at $32,000. 
Tax Court finds $26,000. An old apart- 
ment house was returned at $15,000, 
which the Tax Court accepted. The 
Commissioner had asserted a value of 
$20,000. The Court remarked that the 
Commissioner offered no expert testi- 
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mony. The principal witness was a rev- 
enue agent who compiled selling prices 
of property in the area from deed rec- 
ords. The Court said it was not im- 
pressed because the testimony related to 
other years and different improvements. 
Edward G. Walker, TCM 1955-63. 


Situs of units of common trust fund of 
N.Y. bank is U.S. Decedent, a British 
national, executed a revocable deed of 
trust naming a N.Y. bank as trustee. 
The funds were invested in the bank’s 
common trust fund. These units are 
proprietary property not covered by 
the Death Tax Convention. Under U.S. 
law, their situs is the U.S. Rev. Rul. 
55-163. 

Premium payment test under 1939 
Code. Decedent's wife took out a policy 
of insurance on her husband’s life. The 
Tax Court held that the premiums were 
not paid directly or indirectly by the 
husband. The proceeds were therefore 
not includible in his estate. Selling, 24 
TC No. 26. (Premium payment test 
dropped in Sec. 2042 of 1954 Code.) 


Estate tax; settlors restrictions held not 
to modify power to alter and amend. 
Settlor of a pre-1936 trust reserved the 
power to alter and amend the trust 
thereby subjecting it to inclusion in 
her estate under Sec. 811 (d) (2), 1939 
Code. In a supplemental agreement 
she added $100,000 bonds to the trust 
with the restriction that the bonds 
should not be sold or disposed of ex- 
cept under stated conditions. This re- 
striction was held to be intended for 
the protection of the trustee only and 
did not sufficiently cut down the settlor’s 
power of control to prevent inclusion 
of the bonds in her estate. Nagle, Sr., 
Exrs. v. U.S., CA-3, 4/15/55. 


Contingent legal fees held not a claim 
against estate. The daughter of an in- 
competent engaged attorneys to pro- 
tect her interest in her father’s estate, 
and to replace the guardian. She agreed 
to pay the attorneys in addition to the 
compensation they might be allowed 
by the court for their services, 25% of 
the property she might become entitled 
to from her father’s estate. The original 
guardian was removed and the daugh- 
ter was appointed guardian in his stead. 
Upon the death of her father, the 
daughter, as executrix, settled with the 
attorneys by paying $75,000 out of her 
father’s estate. This payment was in 


addition to the fees allowed by the 
court for services to the estate. The 
court held that the payment of $75,- 
000 was not a proper estate tax deduc- 
tion, as the liability for the contingent 
fee was not a liability of the estate, but 
a personal liability of the daughter. 
She never intended that the contingent 
fee be a claim against the guardianship 
estate. Smyth v. M. Erickson, Exr., 
CA-9, 4/7/55. 


Homestead property not subject to 
marital deduction. The residence of 
decedent and contiguous properties were 
held to be homestead property under 
applicable local law. As the widow had 
but a terminable life estate in such 
property, it could not be included in 
determining the marital deduction. The 
fact that some of the heirs subsequently 
conveyed to the widow their vested 
remainder interests in the property did 
not change the terminable nature of the 
widow’s inherited interest. Est. of Irvin 
C. Nelson, 24 TC No. 5, 4/19/55. 


Bank holding non-resident’s account 
must get transfer certificate despite 
U.S. executor. The regulations permit 
the transfer of property of a non-resi- 
dent decedent without a transfer cer- 
tificate when it is in the possession or 
control of a U.S. executor. However, a 
bank may not transfer property which 
is in its possession without such a cer- 
tificate. Thus property in a joint ac- 
count does not become part of the pro- 
bate estate, is not in the executor’s 
possession, and therefore may not be 
transferred without a certificate. Rev. 
Rul. 55-160. 


Election to claim administration ex- 
penses as income tax deduction in- 
creases maximum allowable marital de- 
duction. Certain expenses of admini- 
stration may be taken either as deduc- 
tions from the gross estate for estate 
tax purposes, or as deductions from 
gross income on the estate’s income tax 
return. In determining “adjusted gross 
estate” to arrive at the 50% limitation 
for the marital deduction, only the ex- 
penses actually elected as a deduction 
from the gross estate are to be deducted. 
Rev. Rul. 55-225. 


Intestate share under local law quali- 
fies for marital deduction. Under South 
Carolina law, a widow’s intestate in- 
terest in her husband’s estate is free and 
clear of any estate tax. Consequently 
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in computing the marital deduction the 
widow’s intestate one-third share should 
not be reduced by any portion of the 
federal estate tax assessed against the 
estate. Hamrick vy. Pitts, DC, S.Car., 
3/18/55. 


Refund claim under 1951 Act based on 
pre-1931 transfer with a possibility of 
reverter. Prior to 1931 decedent 
created a trust in which he retained 
income for life and a_ possibility of 
reverter. At the time of his death in 
1937, the Regulations provided that 
such a possibility of reverter did not 
subject to transfer to estate tax. How- 
ever the Supreme Court held that the 
Regulations were in error and the trust 
was includible in the estate. Section 607 
of the 1951 Act made the taxability of 
the corpus for decedents dying between 
1937 and 1939 dependent on the Reg- 
ulations in effect on decedent’s death. 
Since it was non-taxable under the Reg- 
ulations at that time, the refund was 
granted by the court. The claim was 
considered timely as there was no time 
limitation for assertion of refund claims 
under Sec. 607. Estate of Field, DC. 
N.Y., 5/2/55. 


Transfers in trust held not in contem- 
plation of death. Decedent, a woman 
of wealth, at age 66 created irrevocable 
trusts for the benefit of her three daugh- 
ters to enable them to continue their 
care-free and luxurious style of living. 
She had made lavish gifts and periodic 
remittances to her daughters for a long 
time prior to setting up the trusts. De- 
cedent died nine years after creation of 
the trusts. The court, after considering 
these points and the fact that she was 
in excellent health at the time of the 
transfer, held the transfers in trust not 
in contemplation of death and there- 
fore not subject to estate tax. Colo. Nat. 
Bank, Exr. (Est. of G. H. Cuthbert) 
v. Nicholas, DC Colo., 12/29/54. 


Power to invade corpus for support and 
maintenance a limited power. The life 
tenant of a trust was given a right to 
invade corpus, limited to the extent 
necessary for her support and mainte- 
nance. As to the question whether this 
was a general power under the Powers 
of Appointment Act of 1951, the court 
held the power limited by an ascer- 
tainable standard. As a limited power 
of appointment it was not taxable in 
the donee’s estate. Barritt, Exr. v. Tom- 
linson, DC Fla., 3/8/55. 
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Grantor's estate does not include irre- 
vocable trust from which improper dis- 
tribution to him were made. CA-9 up- 
holds the Tax Court in its finding that 
an inter-vivos ‘transfer to a trust by de- 
cedent was not in contemplation of 
death, and that the trust corpus was 
estate. 
Although decedent received some of 


not includible in decedent’s 
the income from the trust, the distri- 
bution by the trustee was held to be 
improper. The trust was clearly irrevo- 
cable under its terms, and the grantor 
retained no income or reversion rights. 
Est. of Richards, CA-9, 4/25/55. 


Conditional bequest to charity not de- 
ductible. Testator bequeathed his re- 
siduary estate to charity but provided 
for alternative dispositions if within one 
year allocation to charities should fail. 
As there was more than a negligible 
possibility in the time limit and terms 
of allocation that the bequest to char- 
ity might fail, the bequest was held 
conditional and not deductible for es- 
tate tax purposes. Danbury Nat'l Bank 
v. Fitzpatrick, DC Conn., 3/16/55. 


Reacquisition of a power after relin- 
quishment, not a “retained” power. 
Where decedent set up a pre-1936 
trust retaining control and rights as 
beneficiary, and then, subsequent to 
1936, relinquished all such rights and 
retained the trust was held 
not to be includible in her estate by 
reason of a later acquisition of power 
to designate beneficiaries through the 
death of one of the then trustees. In- 
terpreting the 1936 Act the court held 
the transfer not includible in the estate 
unless there was a “retained” power at 


powers, 


death. Once relinquished, a reacquisi- 
tion of a power through another source 
did not constitute a “retained” power 
at death. Fabian, Admrx. v. U.S., DC 
‘Conn., 9/28/54. 


Trust not taxable, reverter too remote; 
discount allowed for fractional interest 
in real estate. [Acquiescence.] Tax- 
payer’s estate was not taxable on the 
corpus of a trust in which the decedent 
had a possibility of reverter; the possi- 
bility was too remote. The value of a 
fractional interest in real estate is less 
than that fraction of the value of the 
whole; a discount should be allowed. 
Stewart Estate, 31 BTA 201; Non-acq., 
XIV CB-1, 38; Acqg., IRB 1955-19; 
Campanari Estate, 5 TC 488; Non-acq., 
1947-1CBs; Acq., IRB 1955-19. 
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Estate can deduct contributions out of 
income received “in respect of’ dece- 
dent. The estate received income from 
a partnership of which the decedent 
was a member. It was conceded that 
this was taxable under Sec. 126(a) (1) 
(A) as gross income of a decedent not 
includible up to the date of his death 
but received by the estate. These funds 
went to charity. For the purpose of de- 
ciding whether they were made out of 
income or corpus, the Tax Court held 
the payments were out of corpus be- 
cause they were corpus under state law. 
The Ninth Circuit reverses. Deduction 
is allowed for payments out of income 
and income is as defined for federal tax 
purposes. Clymer Estate, CA-9, 
4/27/55. 


Trustee-beneficiary agreed to consent 
to revocation at donor’s request; no gift 
tax. Decedent set up a trust naming her 
husband as trustee and directing him 
to pay income to her, to himself, and 
to their children at his discretion. She 
reserved the right to alter and amend 
with her husband’s consent. In an action 
to recover the gift tax paid on the 
transfer, the court permitted recovery. 
There was sufficient evidence outside 
of the instrument to negate any donative 
intent. It was shown that the sole pur- 
pose of setting up the trust was to 
facilitate management of decedent’s 
affairs by her husband. Futhermore, 
there was an understanding that she 
could get back the trust corpus from 
her husband at will. Publicker, DC Pa. 
4/19/55. 


Gift tax on transfer of U.S. Savings 
bonds to co-owner. A purchased U.S. 
Savings bonds with his own funds, and 
had them registered in name of A and 
B as co-owners. Later, to effect a gift to 
B, he had the bonds reissued in B’s 
name alone. A must report the gift 
at the redemption value at the time 
the bonds are The interest 
accrued on the bonds before reissue is 
taxable to A in the year of gift except 
to extent previously reported as income. 
Rev. Rul. 55-278. 


reissued. 


Gift completed on temination of a re- 
vocable trust. Taxpayer in 1943 created 
a trust for the benefit of her daughter. 
Although intended as an_ irrevocable 
trust, there was no express statement to 
that effect in the instrument. In 1946, 
the property was transferred to daughter 
pursuant to the trust instrument. The 


Ninth Circuit upholds the Tax Court 
in finding that the trust, under Cali- 
fornia law, was subject to revocation in 
the absence of an express statement to 
the contrary. The gift was therefore in- 
complete in 1943 and was not com- 
pleted and subject to tax until 1946 
upon distribution of the trust property 
to the beneficiary. Newman, CA-9, 
4/29/55. 


Pre-nuptial agreement has no effect on 
gift-splitting. A pre-nuptial agreement 
under which each spouse waived all 
marital rights in the property of the 
other will not prevent the spouses from 
reporting gifts made by one as though 
made one-half by Rev. Rul. 
55-241. 


each. 


Income and estate tax consequences of 
charitable contributions with reserved 
life interests. In return for a donation 
to a dormitory construction fund, a 
donor to a charity received income 
participation fund certificates entitling 
him to net income for life from the 
dormitory. The amount deductible as a 
charitable contribution is the present 
value of the remainder interest in the 
money or property transferred. Any 
appreciation in value of the transferred 
property is not taxable to the donor. 
For estate tax, the donation should be 
included in the gross estate because of 
the retained life interest, but a corre- 
sponding deduction can be taken as a 
charitable transfer. For gift tax, the 
value of the property transferred re- 
duced by the retained life estate is 
treated as a charitable gift. Rev. Rul. 
55-275. 


Trust income taxable to beneficiary 
even where applied to prior years’ 
deficits. Trustees were required to use 
income to pay all operating expenses 
first and then to pay taxpayer 1/¢, of 
the balance for life. Some of the trust 
assets became unproductive so that for 
several years the operating expenses ex- 
ceeded the income. From 1945-1947 
income was in excess of current oper- 
ating expenses. The trustees instead of 
distributing this excess applied it in re- 
duction of prior income deficits. The 
Tax Court construed the trust, in the 
absence of any construction by local 
courts, as requiring annual distribution 
of net income. Taxpayer, as beneficiary, 
was therefore taxed on her distributable 
share of trust’s net income for period 
1945-1947. Mueller, TCM 1955-120. 
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Penalty for nonpayment of estimated 
tax terminates on filing final return. 
Taxpayer filed an amended declaration 
of estimated tax for 1950 on 1/15/51 
but failed to pay the amount due. A 
final return was filed on 3/15, again 
without payment. The court holds the 
penalty for nonpayment of estimated 
tax terminates on filing the final return 
even though full payment of tax is not 
made. The total penalty was therefore 
6%, 5% for the first month unpaid and 
1% for the second month. LeVine, 24 
TC No. 19. 


Unsigned return is no return at all. 
Taxpayer had his 1943 return prepared 
by an accountant who on March 15th 
gave him the prepared return and ad- 
vised him to sign it before filing. The 
return was filed that day without sig- 
nature. In the absence of proof of rea- 
sonable cause the delinquency penalty 
for failure to file was sustained. An un- 
signed return is not a return. Est. of 
Stewart, TCM 1955-107. 

Where returns for 1943, 1945, and 
1947 were signed only by taxpayer’s 
wife who had no authority to sign for 
her husband, the failure-to-file penalty 
was upheld against the husband. 
Miller, TCM 1955-112. 

A return for 1944 signed only by tax- 
payer's accountant was held to be an 
unsigned return or no return at all. 
The delinquency penalty was properly 
assessed. Mere inadvertence, oversight 
or mistake, do not constitute reasonable 
cause for failure to 
Tossas, TCM 1955-114. 


sign a_ return. 


Local court did not interpret trust; it 
modified it; no retroactive effect for tax 
purposes. A trust was set up for the 
benefit of the grantor’s wife, son, and 
daughter. For years 1946 through 1948, 
the trustees filed 3 separate trust re- 
turns, one for each beneficiary. The 
Commissioner contended only one trust 
existed. While the case was docketed 
in the Tax Court, the trustees in 1953 
petitioned the local state court for a 
reformation of the trust instrument to 
express the grantor’s intent to create 3 
separate trusts. This was granted nunc 
pro tunc. The Tax Court refused to give 
retroactive effect to the reformation de- 
cree for tax purposes as it held that the 
was not a deter- 


reformation decree 


New procedural decisions this month ' 


mination of the legal effect of the orig- 
inal trust instrument under local law. 
On the contrary it modified the instru- 
ment. Consequently the court need not 
consider at this time whether the pro- 
ceeding was adversary and contested. 
It simply refuses to give retroactive 
effect to the decree. Straight Trust, 24 
TC No. 11. 


Refur suit must be begun within two 
years ©]; payment; lack of deficiency 
notice irrelevant. Taxpayer's suit for 
refund is dismissed as not timely filed. 
Suit was begun more than two years 
after he had paid the tax. The tax- 
payer alleged that he had never re- 
ceived a deficiency notice; he had paid 
the tax without one. However since the 
Code clearly requires the commence- 
ment of suit within two years of pay- 
ment, this suit is not timely and is dis- 
missed. Gross, DC Mass., 4/15/55. 


Obtaining wife's signature by mistreat- 
ment not fraud or duress. Decedent’s 
wife, having signed the joint return, 
sought to avoid individual liability by 
claiming her signature on the return 
was procured by fraud and duress. Al- 
though she alleged mistreatment and 
cruelty on the part of her husband who 
beat her and forced her to sign under 
threats, the court held her signature a 
voluntary though distasteful and reluc- 
tant act. She was therefore severally 
liable for the deficiency on the joint re- 
turn. Est. of Aylesworth, 24 TC No. 18. 


Absence from place of offense tolls 
statute of limitations. Defendant moved 
to dismiss tax fraud indictment 8 years 
after offense. It was denied on the 
ground that, although statute of limita- 
tions is 6 years, taxpayer’s change of 
domicile from N.Y., the district of the 
offense, to California for health reasons 
stopped the running of the statute. The 
time he was outside the district is not 
considered in computing the 6-year 
period. DC, SD N.Y., 
4/6/55. 


Hershenson, 


Limitation period on assessments starts 
from due date of return. Taxpayer filed 
his final return for 1948 in January 1949 
in lieu of filing an amended estimate. 
He now maintains the 3-year period for 
assessment commenced with the date 
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of filing (January) and expired in 
January 1952 making an 872 (extend- 
ing the time) signed in February 1952 
worthless. The court held the limitation 
period did not begin until March 15, 
1949, the due date, and the consent 
agreement was therefore executed 
within the permissable period. Wil- 
liams, TCM 1955-109. 


Commencement of limitation period. 
[Non-acquiescence.] The taxpayer kept 
its books on the calendar basis but in- 
correctly filed returns on a November 
30 year. For the purpose of determin- 
ing whether assessments on a calendar 
basis were timely made, the Court says 
the statute runs from the filing of the 
return including the December data 
of each year since at that time the Com- 
missioner has the full facts. 

The Statute of Limitations was not 
suspended by the assessment of de- 
ficiencies improperly computed on a 
fiscal basis. Atlas Oil and Refining com- 
pany, 22 TC 552. Non-acq. IRB 1955- 
13, 5. 


No offset for barred tax credit in re- 
negotiation suit. The Government sued 
for the unpaid balance allegedly due 
on renegotiation agreement. The tax- 
payer alleged an offsetting tax credit 
which he should have had included in 
the agreement. Since it was too late to 
sue for the tax credit, the taxpayer re- 
quests the court to exercise its powers 
of equity and permit use of this barred 
but equitable offset. This the court re- 
fuses to do on ground that where as in 
the Renegotiation Act, administrative 
procedure is afforded for the relief of 
the taxpayer, a court of equity has no 
jurisdiction. Cochrane, DC, ED N.Y., 
3/30/55. 


Extension of time for consolidated re- 
turns to 9/15/55. The time for filing 
consolidated returns due from 1/1 to 
6/30/55 is extended to September 15, 
1955. Rev. Rul. 55-175. 


State may inspect federal returns. 
Federal law neither requires a taxpayer 
to allow state or local officials to inspect 
his federal returns, nor protects him 
from such inspection. A state may there- 
fore require the filing of a copy of the 
federal return in conjunction with the 
state return. The law does authorize 
local authorities to inspect returns, 
actually filed with the IRS Rev. Rul. 
55-238. 
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New partnership decisions this month . 





Wives and sons not bona fide partners. 
Income of joint tenancy taxable to hus- 
band. Under local law the general 
partnerships of two husbands, their 
wives children considered 
valid, i.e., there partnership 
agreements, a filing of trade names and 
partnership tax returns, insurance in 
names of partnerships, publicity as 
partnership, etc. Capital contributions 
of wives were gifts from husbands. 
Partnership income of one of wives was 
used by husband to reduce his personal 
loans. Sons’ income from partnership 
was under the general control of the 
The Eighth Circuit affirmed 
the trial court in holding partnerships 
not bona fide, since taxpayers never in- 
tended in good faith that their wives 
and sons should be in partnership with 
them. However trial court erred in 
holding that because a joint tenancy 
was valid under local law, it is neces- 
sarily valid for tax purposes. The jury 
finding that the wife was not a bona 
fide purchaser should not have been set 
aside. Lannan, CA-8, 4/25/55. 


and were 


were 


parents. 


“Salary” by family partnership to man- 
aging partner's widow is a gift. A 
family partnership (father, mother and 
sons were partners) paid a salary to 
the father, the managing partner, prior 
to division of the remaining profit. 
Upon the father’s death the salary was 
continued and paid to the mother. The 
court finds these payments were gifts, 
nontaxable to the mother. On the part- 
nership return they should be treated 
as income of the sons. Black v. Davis, 
DC Ala., 2/28/55. 


Decision in prior year on family part- 
nership not binding here; facts and law 
changed. On a proceeding involving 
the year 1944, children were found to 
be valid partners for tax purposes. De- 
ficiencies were asserted for 1945 and 
1946 on basis of non-recognition of 
children as partners. Facts, such as use 
of children’s guardianship funds to pay 
prior deficiencies against parents were 
not before the court previously. The 
court held that while this new evidence 
did not positively change the character 
of the case, it did alter the complexion 
of the significant facts submitted to 
jury. Because of these changes in law 
and fact, the taxpayer is not stopped 


from litigating anew the validity of the 
partnership. Moreover there was a 
change in the law by judicial decision 
and statute (capital contributions de- 
rived from an intra-family gift is only 
one factor to be taken into considera- 
tion). Parker, CA-9, 4/18/55. 


Validity of family partnership upheld. 
Taxpayer had been in partnership with 
his father. After the father’s death in 
1943 he continued the business in the 
name of the original partners. His wife 
and two sons were made partners in 
1945. The court affirmed the trial court 
in recognizing the partnership. The 
evidence showed that all of the partners 
had performed services for the business 
in 1945 and that the business was tradi- 
tionally carried on as a family partner- 
ship. Anderson, CA-9, 4/19/55. 


No gain or loss or change in basis on 
merger of common trust funds. A 
merger of two separate common trust 
funds (treated for tax purposes as part- 
nerships) by a bank without a distribu- 
tion to the participants results in no 
gain or loss to the participants and no 
change in the bases of the assets in the 
portfolios. Rev. Rul. 55-299. 


Partner's share ec income ordinary 
though it leads to termination of inter- 
est. Taxpayer as a limited partner was 
to receive 11/,% of the net profits for 
each $5,000 he contributed until he 
received five times his original invest- 
ment when his interest was to termi- 
nate. The agreement was changed to 
give partners an option to pay more 
than 11/,%, thus permitting them to 
terminate taxpayer's interest sooner. 
General partners exercised this option 
and taxpayer reported the payments as 
a sale of his limited partnership in- 
terest. In affirming Tax Court, Eighth 
Circuit holds payments taxable as ordi- 
nary income. Straight, CA-8, 4/26/55. 


Allegation of partnership status fatal to 
suit by “unrecognized” partners for re- 
fund. Upon examination of the returns 
of the active partners, additional tax 
was assessed on the theory that two 
other partners (plaintiffs here) were 
not partners for tax purposes. However, 
in this suit for refund of the tax the 
“unrecognized” partners paid on the 


partnership income, the agreed state- 
ment of facts refers to them as part- 
ners. The Court holds that on the rec- 
ord thus created it must dismiss the 
complaint. Nelson, DC Mo., 2/9/55. 


No proof of husband-wife partnership. 
A liquor store was not operated in 1943 
as a husband-wife partnership. No 
partnership returns were filed for the 
year, it was not shown that the wife 
contributed capital or substantial serv- 
ices, and there was no evidence of an 
oral or written partnership agreement. 
Est. of Stewart, TCM 1955-107. 


Remaining partner's promise to make 
payments has no market value; with- 
drawing partner has no profit. Upon 
withdrawal from his partnership, tax- 
payer received some assets of the busi- 
ness and the remaining partner’s prom- 
ise to pay him $100,000 in install- 
ments of at least $1,000 a month. The 
Court finds that this obligation, not in 
the form of a note, was not marketable. 
In computing gain on the sale of the 
partnership interest, nothing should be 
included for this promise. Curtis R. 
Andrews, 23 TC No. 127. 


Payment on liquidation to partner who 
contributed no capital is not income. 
Taxpayer and two others were partners. 
Taxpayer and one other had contrib- 
uted no capital; they each received 
one-fourth the income for services. The 
other partner contributed capital of 
$50,000 and received one-half the prof- 
it. Upon the death of the other non- 
capital-contributing partner the part- 
nership was liquidated and taxpayer 
received one-quarter of the net assets. 
The Commissioner and the Tax Court 
held taxpayer received ordinary income 
in the amount of $12,500 on the theory 
his obligation to furnish that much 
capital was forgiven. This Court holds 
that upon formation of the partnership 
taxpayer received a one-fourth interest 
in partnership assets in consideration of 
his knowledge and experience and had 
no obligation to invest. The distribution 
on liquidation was in satisfaction of that 
interest. The case is remanded for 
judgment in conformity with these find- 
ings. Farris, CA-10, 4/28/55. 
Erratum—In the exhibit on page 290 of 
our April issue the amount of $26,000 
was subtracted rather than added giv- 
ing a sum total of $154,000 rather than 
the correct figure of $206,000. 
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THE TAXATION OF INDIVIDUALS 


P Personal tax problems 


EDITED BY BENJAMIN HARROW, J.D., CPA 





When personal business may be deducted 
from adjusted gross income 


N EMPLOYEE may have deductible 
“business” expenses. For example, 
if the employee incurs transportation 
expenses, including tips, for local travel 
in connection with his employment such 
expenses are deductible from gross in- 
come in arriving at adjusted gross in- 
This is so whether or not the em- 
ployee is reimbursed for these expenses. 
The cost of commuting between resi- 
dence and place of business is still con- 
sidered a personal expense and is not 
deductible as a transportation expense. 
Travel expenses while away from 
home are also deductible in arriving at 
adjusted gross income. For this purpose 
is defined as the place of busi- 
ness or post of duty. Such travel ex- 
penses include the cost of meals and 
telephone and _ telegrams, 
and stenographic expense in- 
curred when the taxpayer has been 
away from home overnight. 

If the employee incurs other business 
expenses, such as entertaining custom- 
ers, that may be considered as a de- 
duction in arriving at adjusted gross 
income only if the employee is reim- 
bursed for such expenses by the em- 


come. 


“home” 


lodging, 
laundry 


ployer and of course the reimbursement 
is included in gross income. Such ex- 
penses are still deductible however but 
as one of the itemized deductions 
if the standard deduction is not used. 
The outside salesman gets preferred 
treatment in this respect since he may 
deduct all ordinary and necessary busi- 
ness expenses in arriving at adjusted 
gross income whether or not he is re- 


only 


imbursed for them by his employer. To 
qualify as an outside salesman the tax- 
payer must be a full time employee en- 
gaged principally in soliciting business 
for his employer elsewhere than at the 
employer’s place of business. There is 
always a tax advantage in being able to 
take a deduction to arrive at adjusted 
gross income instead of a deduction in 


lieu of a standard deduction, since the 
standard deduction may always be 
claimed if personal expenses are not 
itemized. 

Automobile expenses may result in 
allowable deductions as transportation 
expenses or travel expenses. For that 
reason the taxpayer should be aware of 
the scope of such expenses. In addition 
to the cost of gas and oil they include 
lubrication and washing, repairs, tires, 
garage, insurance, interest on install- 
ment payments, license fee and depre- 
ciation. 

If a car is used both for business and 
non-business purposes the automobile 
expenses are not fully deductible, since 
the cost of the personal use is not de- 
ductible. ‘ise portion allowed as a de- 
duction may be computed on a mileage 
basis. The taxpayer must first determine 
the ratio of mileage used for business 
to total mileage and that percentage of 
the total cost is the amount deductible. 
It should be noted that the license fee 
is deductible in full as a tax, and the 
interest charge is also deductible in full, 
therefore the portion of the license fee 
and interest not deductible in arriving 
at adjusted gross income is deductible 
as an itemized deduction. 

To assist taxpayers in computing em- 
ployee’s business deductions, the Treas- 
ury Department has provided a work- 
sheet (Form 2106) “for use of taxpayer 
claiming local transportation, travel, or 
outside salesman expenses incurred as 
an employee.” A taxpayer may if he 
wishes submit the worksheet with his 
return. In any event he must be pre- 
pared to substantiate the figures shown 
on the worksheet with available records. 


English advice on 
how to avoid taxes 


WE FOLLOW WITH INTEREST certain tax- 
ation developments abroad, and find 
occasionally a gem that will stand the 
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harsh process of transplanting. We have 
this month some insights into the fine 
art of tax avoidance, from The Income 
Tax Digest and Accountants’ Review 

“Master Wheatcroft, formerly a prac- 
tising solicitor, now a Chancery Master, 
and therefore an expert, recently gave 
a lecture on tax avoidance. This note 
summarises what he said. 

“Tax avoidance is ‘the art of dodging 
tax without actually breaking the law.’ 
It is a skilful and entertaining game 
which has developed into a large-scale 
industry absorbing considerable man- 
and brain-power. It is undesirable be- 
cause it creates a sense of injustice and 
inequality in tax payers unable to afford 
the expensive services of those skilled 
in the art. Hence it provokes the still 
greater evil of tax evasion. 

“The growth of tax avoidance (and of 
its corollary, anti-tax-avoidance legisla- 
tion) stems from the enormous increases 
in taxation arising out of the two world 
wars and their aftermaths. The remedies 
which Master Wheatcroft suggests are 
radical. (Professor Paish from the Chair 
suggested the very simple remedy of 
reducing taxation to a tolerable level.) 
Master Wheatcroft’s remedies involve 
reforming the basic principles of tax law 
and its enforcement by the courts. Tax 
avoidance (as appears from the well- 
known methods of avoidance mentioned 
by Master Wheatcroft) depends on 
the complexity, and in particular on the 
restrictive interpretation, of tax statutes. 

“Master Wheatcroft therefore wants 
to get rid of these features and pro- 
poses the following reforms: 

1. Codify the whole of existing tax 
law (including both statute and case 
law) and simplify it as much as pos- 
sible, e.g. by assimilating profits tax 
and income tax. 

2. Abolish the rule that taxing statutes 
must be strictly interpreted. Introduce 
instead the principle that, in tax ques- 
tions, the courts should have regard to 
the broad intention of the legislature. 

3. Similarly, require the courts, in 
examining particular transaction, 
to consider the motive and intention of 
the taxpayer, and the substance, not 
the form, of the transaction. 

4. Replace the Special Commissioners 
by a more numerous body of Tax 
Judges. 

“Such changes, in Master Wheat- 
croft’s opinion, would curtail tax avoid- 
ance and restore respect for the law. 

“We publish the above without com- 
ment except we would be very much 


any 





a 
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inclined to add: ‘And totally re-organise 
the present system of appointing Gen- 
eral Commissioners and their Clerks: 
it is high time the hush-hush procedures 
of appointment were subject to public 
scrutiny and an age limit should be set. 





Credit for overpayment is payment next 
year for purposes of unlimited charit- 


able deduction. An overpayment of 
tax claimed as a credit against the 
succeeding year’s estimated tax con- 
stitutes a tax payment in the later year 
(to extent estimated tax payments do 
not exceed tax liability) for the purpose 
of qualifying taxpayer for the unlimited 
deduction for charitable contributions. 
Deduction is applicable when contribu- 
tions plus income taxes paid equals 
90% of net income for taxable year and 
ten preceding years. Rev. Rul. 55-255. 


Support payments for children not de- 
ductible. A husband not living with his 
wife paid $1,080 for the support of his 
children. Although his wife claimed and 
was allowed the dependency exemp- 
tions, the husband attempted to take 
the cost of support as a deductible ex- 
pense. The court in denying the deduc- 
tion pointed out that there was no statu- 
tory basis for such a claim. Campbell, 
TCM 1955-102. 


Money given to confidence man to bet 
on “fixed” races is “stolen” and there- 
fore deductible. Taxpayer paid large 
sums of money to a confidence man 
based on his fraudulent representations 
that he was the son of Ben Jones, the 
Calumet stables trainer, and that such 
sums would be bet for him on fixed 
horse races. Since the losses were thefts 
under local law they are deductible. 
Bromberg, DC Mid. Dist. Ga., 4/28 
55. 


Deductible medical expenses enumer- 
ated. The following items are deduc- 
tible as (a) hotel 
expenses including travel, meals, and 
lodging where daily visits required to a 
medical clinic (under 1954 Code only 
the travel expense would be deductible, 
not the food and lodging); (b) the 
cost of a wintertime trip to Florida 
solely for the benefit of post-operative 
throat and lung condition; (c) cost of 
special education or training of a deaf 
child; (d) cost of regular psychiatric 


medical expenses: 
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It is not fair to taxpayers, nor perhaps 
to the Revenue, that dear old gentle- 
men whose analytical powers are con- 
spicuous by their absence should sit 
in judgment on the fortunes of the 
public.’” bas 


therapy (but not regular instruction) at 
a specially equipped treatment school; 
(d) personal counseling for remedial 
reading if primarily for alleviation of a 
physical or mental defect or illness; (e) 
portion of premiums paid on accident 
and health policies attributable to medi- 
cal benefits; (f) transportation expense 
to a doctor's office; (g) cost of air con- 
ditioning devices if not part of realty 
and if used primarily for alleviation of 
illness; (h) cost of oxygen and oxygen 
equipment; (i) expenses of operating 
an iron lung and related equipment (but 
cost of constructing special room for 
lung, or relocating home heating unit, 
a non-deductible capital improvement) ; 
(j) cost of special mattress and plywood 
boards for the relief of an arthritic con- 
dition; (k) cost of special food and 
beverages prescribed for specific ail- 
ments. 

Nondeductible include: (a) 
transportation expense of a physically 
disabled person to and from his place of 
employment; (b) fees paid to health 
institute for exercise, rubdowns, etc. not 
prescribed by a physician; (c) cost of 
maternity clothing, antiseptic diaper 
service, wigs, and toothpaste. Rev. Rul. 
55-261. 


items 


Rehabilitation center for handicapped a 
“hospital.” Contributions to a building 
fund of a rehabilitation center for handi- 
capped individuals are deductible as 
hospital contributions and_ therefore 
qualify for the extra 10% allowance for 
contributions. Rev. Rul. 55-268. 


Officers and noncom club dues personal 
expense. Dues paid by servicemen to 
officers or noncom clubs are not deduc- 
tible. Purpose and use of clubs held 
not directly connected with perform- 
ance of military duties to justify the 
deduction as an ordinary and necessary 
business expense. Rev. Rul. 55-250. 


Indirect contributions not deductible. 
Payments to a tax exempt, but non- 
charitable, organization engaged in pro- 
moting,sound and economic governmen- 


tal operations through the distribution 
of literature to exempt charitable, edu- 
cational, etc. groups are not deductible. 
Direct contributions to the latter groups 
would be. Deduction is denied even if 
the payment is earmarked to subsidize 
the distribution of literature to such 
groups. Rev. Rul. 55-269. 


Expense allowances are income; deduc- 
tions denied for lack of proof. Decedent, 
an advertising executive, had been 
given $2,000 monthly as an expense 
allowance which he kept in a separate 
bank account. He did not list these pay- 
ments as income, he claimed and was 
allowed substantial business expense de- 
ductions. In the absence of proof that 
he used this separate account for busi- 
ness expenses not duplicated by the de- 
ductions allowed, he was not entitled 
to any further deductions for payments 
from the account. The monthly $2,000 
payments were properly added to in- 
come. Aylesworth, 24 TC No. 18. 


Truck drivers meals at the beginning or 
end of run not deductible. Long line 
truck drivers can deduct meals and 
lodging only while away from their 
home terminal. Home terminal includes 
the city or general locality of the be- 
ginning or end of the run. Meals pur- 
chased in such area are nondeductible 
personal expenses. Rev. Rul. 55-236. 


Uncle Sam will not help finance inves- 
tor’s European trip. An investor in inde- 
pendently made movies cannot deduct 
the cost of a European trip to explore 
new investment possibilities. Rev. Rul. 
55-237. 


Legal expense of reducing alimony pay- 
ments not deductible. Under agreements 
incident to divorce in 1933, taxpayer 
made payments until former wife’s re- 
marriage in 1941. The former wife sued 
to enforce the agreement and was up- 
held. Pending appeal, a new agreement 
entered into, under which taxpayer's 
payments to his wife were reduced. 
Court holds that legal fees incurred in 
this action were non-deductible. “Pro- 
duction” of income means the creation 
of increased gross income, not the re- 
duction of liabilities. R. Fenley Hunter, 
CA-2, 2/3/55. 


Storm damage to home is casualty loss. 
Taxpayer built a shore home some 300 
feet inland and four feet higher than 
the high tide mark. The total cost in 
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1937 was $54,000. Its value in 1947 
before the storm was $35,000. A Sep- 
tember storm in that year did such dam- 
age that repair was not possible. The 
buildings were sold for salvage for 
$2,500 and the lots for $4,500. Casualty 
loss of $28,000 is allowed. Ferst v. 
Edwards, DC Ga., 3/21/55. 


Expenses to increase prestige and repu- 
tation are personal expenses not deduct- 
ible. Expenses incurred by a $1-a-year 
college lecturer on food technology 
who was also an executive of a food 
machinery firm) in order to establish 
his reputation as a lecturer and writer 
on food technology are non-deductible 
personal expenses. Rev. Rul. 55-291. 


Commercial fishermen’s home port is 
“home”; protective clothing deductible. 
Commercial fishermen traveling away 
from their home port overnight may de- 
duct cost of travel, meals, and lodging 
incurred. Cost of protective clothing not 
adaptable to general use, such as oil 
cloths, work gloves, and rubber boots 
can be deducted if the standard deduc- 
tion is not taken. Rev. Rul. 55-235. 


Water analyst on a commission basis is 
an employee; he can’t deduct “business” 
expenses and standard. Taxpayer was 
an industrial analyst and worked exclu- 
sively for a chemical house which, after 
tests made by him, would sell their cus- 
tomers chemicals needed to make their 
water usable for industrial purposes. 
Taxpayer received commissions on such 
sales of chemicals. On his tax returns, 
he deducted nonreimbursed business 
expenses in arriving at his adjusted 
gross income. The court held that tax- 
payer was not an independent contrac- 
tor but an employee. His commissions 
were subjected to payroll taxes and he 
had identified himself as an employee 
on his return. As an employee, the non- 
reimbursed could be taken 
only as a deduction from adjusted gross 
income. Snyder, TCM 1955-97. 


expenses 


Attorney permitted to deduct portion 
of auto, travel, club dues, and entertain- 
ing expense. Taxpayer was an attorney 
whose practise consisted largely of in- 
surance adjusting. The court recognized 
that it was ordinary and necessary for 
him to travel for business purposes and 
allowed an estimated portion of the non- 
reimbursed auto and travel expenses in 
accordance with the Cohan rule. Simi- 
larlv, where it was shown that after his 


army service he engaged in extensive 
home and club entertainment, and 
joined numerous ‘clubs, civic and vet- 
eran groups to maintain and increase 
his law practise, an estimated portion 
of the expenses were allowed. However, 
depreciation of a summer cottage and 
equipment were disallowed for failure 
to prove business use. Williams, TCM 
1955-109. 


Losses sustained on a farm-residence by 
aged couple with independent income 
not business. Taxpayer, unable to find 
employment because of ill health, pur- 
chased a farm at age 62. Although 
reared on a farm, he had not worked 
on one since he was 17. Losses of $3150 
and $2739 in operating the farm over 
two years were disallowed as being 
personal expenses, where the receipts 
in each of the years were under $100. 
Taxpayer made large expenditures each 
year without any thoughts of making a 
profit. The farm was occupied as a resi- 
dence, and the wife had a separate trust 
income sufficient for both to live on. 
Mavis, TCM 1955-99. 


Loss on sales of commodity futures or- 
dinary; it was broker’s business. Tax- 
payer was partner in brokerage firm and 
bought and sold commodity futures for 
his own account. He was _ personally 
present on floor of Exchange buying and 
selling futures not less than 248 days 
in 1943. No substantial amount of his 
time was devoted to firm business. In 
that year he engaged in more than 10,- 
000 separate transactions and bought 
and sold on his account almost 
81,000,000 bushels of grain at prices 
aggregating over $84,000,000. All such 
purchases and sales were made from 
and to members of the Exchange. He 
sustained a net loss from such transac- 
tions in 1943, which he claimed as an 
ordinary deduction. The court held for 
taxpayer on ground that the commodity 
futures which he sold in 1943 consti- 
tuted property held by him for sale to 
customers in the ordinary course of his 
trade or business. Estate of Faroll, DC, 
ND, Ili., 4/13/55. 


own 


“Convenience of employer” test upheld. 
Regulations invalid. In these two cases 
the taxpayers were civil servants whose 
compensation in cash was reduced by 
an allowance for food and lodging. For 
the year 1949 the regulations held that 
because the food and lodging was 
treated as compensation by the state 
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law, it was taxable income. The court 
held that the regulations in force prior 
to 1949, and providing for the exemp- 
tion from tax of food and lodging fur- 
nished for the convenience of the em- 
ployer, had in effect received Congres- 
sional approval since they were in force 
for many years and the statute was re- 
enacted many times during that period. 
Applying the convenience of the em- 
ployer test in this case the court found 
that the lodgings furnished were very 
meager and clearly for the convenience 
of the employer. Diamond v. Sturr, 
Bruen v. Sturr. CA-2, 3/28/55. 


Pregnancy is not a “sickness” per se 
under Sec. 105. Wage continuation pay- 
ments during absence from work be- 
cause of pregnancy are not exempt from 
tax as sick pay. However, payments for 
sickness up to $100 a week either 
caused by pregnancy or during a period 
of pregnancy are excludible. Rev. Rul. 
55-263. 


Absence because of family illness not 
covered by “sick pay” exclusion. “Sick 
pay” exclusion does not apply to wages 
received while absent from work be- 
cause quarantined on account of illness 
in family, or because the employee is 
required to care for a sick member of 
the family. Rev. Rul. 55-283. 


Community income, exempt as earned 
abroad to husband, is exempt to wife. 
Where a husband is entitled to exclude 
income earned abroad, his wife, re- 
porting on a community property basis, 
though residing here, may exclude her 
share of such income on her separate 
return. Rev. Rul. 55-246. 


Hawaiian community property rights 
applicable after remarriage in spite of 
prior property agreement releasing such 
rights. Taxpayer and her husband, dom- 
iciled in Hawaii, were divorced in 
June, 1946, and she released her interest 
in all her husband’s property. They re- 
married in October, 1946. No new prop- 
erty agreements were made. The issue 
was whether one half of the 1947 in- 
come from her husband's separate prop- 
erty was to be reported by the wife on 
the community property basis. The 
court held that the 1946 agreement did 
not survive the remarriage. By opera- 
tion of then existing Hawaiian com- 
munity property law, all income during 
the second marriage from the husband’s 
separate property (regardless of when 
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acquired) was community income. 


McKay, 24 TC No. 13. 


Half community earned income counted 
toward $600 retirement requirement. 
A taxpayer is allowed the credit for 
retirement income if he had over $600 
earned income in each of any 10 prior 
years. If earned income was community 
income, each spouse shall count only 
his separate portion toward the $600 
requirement. Notice IRB 1955-13, 51. 


Successful prize contestant not in a 
business. An individual who devotes a 
good deal of his time to entering un- 
related prize contests as a hobby need 
not report value of prizes as self-employ- 
ment income. Although winnings are 
subject to income tax, they do not con- 
stitute income from a trade or business. 
Rev. Rul. 55-258. 


To be deductible for adjusted gross 
income, reimbursed expenses must be 
identified. An employee receiving a 
salary with the understanding that he is 
to pay all his own expenses is not en- 
titled to deduct expenses as “reimbursed 
expenses’ for adjusted gross income. To 
constitute reimbursed expenses, the al- 
lowance must be separately paid, or if 
combined with the salary, specifically 
identified. He may deduct his expenses 
for travel, though not specifically reim- 
bursed, even though he takes the stand- 
ard deduction. Other expenses are al- 
lowable only if the standard deduction 
is not elected. Rev. Rul. 55-288. 


Pensioner may exclude payments based 
on prior exempt foreign service. A pen- 
sion paid with respect to services ren- 
dered by a U.S. citizen while a bona 
fide nonresident is tax free. Where only 
part of the services for which the pen- 
sion is paid was performed abroad dur- 
‘ing such nonresident period, a propor- 
tionate part of the pension is to be 
excluded. Rev. Rul. 55-294. 


Computation of tax-free disability pay 
when part of total retirement is re- 
funded. A person on retirement pay 
from the Armed Forces is required to 
refund all or part of it if he also re- 
ceives civilian pay. When part of the 
retirement pay is disability pay (and 
therefore tax-free), the amount of dis- 
ability pay retained may be computed 
on the premise that retirement pay re- 
tained includes the same percentage of 
disability pay as did total retirement 
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pay received by him. Rev. Rul. 55-155. 


Dimunition in value of partnership in- 
terest at death does not give rise to 
a deductible loss. Upon the death of 
a stock broker, his estate continued in 
the firm as a special partner. In de- 
cedent’s final return, the executors 
claimed a depreciation loss for the de- 
cline in value of decedent’s share in 
the partnership assets. The loss was 
denied in the absence of a sale, ex- 
change, or other disposition by the de- 
cedent of his partnership interest. Kean, 
Exr. v. Manning, DC N.J., 3/2/55. 


No formula necessary in computing ad- 


ditions to bad debt reserve. The reason- 
ableness of the taxpayer’s additions to 
its bad debt reserve for the taxable 
years was based upon its actual history 
of bad debt losses over the preceding 
four years. The fact that the taxpayer 
did not use a formula in computing ad- 
ditions to its bad debt reserve was no 
reason for disallowing the addition. 
Platt Trailer Co., Inc., 23 TC No. 135. 


Deduction of taxpayer-stockholder for 
charge-off of portion of loan to corpora- 
tion disallowed, but loss on sale of 
promissory notes allowed as long term 
capital loss. Prior to the taxable year 
1948 the taxpayer made three loans 





TAX CONSEQUENCES OF DOMESTIC STRIFE 


Service will treat interlocutory divorce 
decree as separation. For income tax 
purposes, a person “legally separated 
from his spouse under a decree of 
divorce or separate maintenance shall 
not be considered as married.” The 
Tax Court held in Marriner S. Eccles, 
19 TC 1049, affd. F(2d) 796, that a 
Utah interlocutory divorce is neither 
divorce decree nor a decree of separate 
maintenance. Spouses separated under 
such a decree on 12/31 were therefore 
treated as married. The Service main- 
tains its position that the Tax Court 
erred on this question. It holds that the 
intent of Congress was to deny marital 
status to spouses legally separated re- 
gardless of the various forms used by 
the states. Despite the fact that cer- 
tiorari was not requested, the Service 
will not follow the Eccles case. Rev. Rul. 
55-178. 


Payments to ex-wife held property split, 
not alimony. The District Court is re- 
versed; Fifth Circuit finds the record 
clear that the monthly payments tax- 
payer made to his ex-wife were part of 
a principal sum and represented a divi- 
sion of community property. Taxpayer 
may not deduct them as alimony. Lake, 
Campbell v., CA-5, 3/25/55. 


Support agreement twenty years after 
divorce is “incident” thereto. During 
pendency of divorce action in 1928, 
husband and wife entered into an 
agreement providing for periodic pay- 
ments for support of wife and children. 
The alimony payments, set forth in de- 
cree of divorce six weeks later, were 
identical with those of the separation 
agreement. On January 12, 1949, the 


petitioner and her former husband en- 
tered into further agreement to settle 
all differences between them, including 
arrearages due under the 1928 agree- 
ment. $100,000 in cash was to be paid 
in installments and $75 per week. The 
petitioner contended that the 1949 
agreement was a new agreement com- 
plete in itself superseding all previous 
agreements and therefore was not “in- 
cident” to the divorce and consequently 
payments were not taxable alimony to 
her. The Court held that since the 1949 
agreement specifically described the 
payments to be in full settlement of all 
claims under the 1928 contract, all pay- 
ments contemplated are incident to the 
1928 decree of divorce. The payment 
of the lump sum was a payment of ar- 
rears and taxable as alimony when re- 
ceived, although the petitioner probably 
would have received more favorable tax 
treatment if it had been divisible into 
installment payments over the 20 prior 
years. Holahan, CA-2, 4/18/55. 


Payment to ex-wife's creditors is ali- 
mony; allocation between alimony and 
support unchanged if amended decree 
is silent. [Acquiescence.] In accordance 
with an amended decree taxpayer was 
ordered to make monthly payments in 
part to his wife and in part to her credi- 
tors. Both are deductible as alimony. 
Payments under an original decree were 
designated as one-fifth for alimony and 
four-fifths for support. A subsequent 
decree changed the total but did not 
mention allocation. There being no 
evidence that a change in the propor- 
tion was intended by the court the same 
allocation will be continued. Joslyn, 23 
TC 126, acq., IRB 1955-19, 6. 
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aggregating $150,000 to a publishing 
company in which he was a_stock- 
holder, president, and treasurer, and 
received a promissory note for each 
loan. In 1948, the company being in 
financial difficulties, he arranged to have 
all of its stock and the promissory notes 
which had been reduced to $145,000 
sold to another publishing firm, which 
thereupon purchased the stock for $1 
and the notes for $85,000. Although 
the taxpayer contended that prior to 
their sale the notes were charged off as 
worthless to the extent of $60,000 and 
he was therefore entitled to a deduc- 
tion in that amount as a business bad 
debt, the court nevertheless held that 
he was entitled only to a long-term 
capital loss on their sale. Reynal, TCM 
1955-78. 


Travel expenses away from home, not 
overnight, allowed for adjusted gross 
income. Auto expenses incurred by an 
internal revenue agent in traveling to 
taxpayers from his office in Orange, 
N.J., were held deductible in arriving 
at adjusted gross income under 1939 
Code even though no overnight trips 
were involved. The deduction was lim- 
ited to the non-reimbursable travel ex- 
penses. Deduction for those expenses 
for which he could have gotten reim- 
bursement but neglected to do so, was 
denied. Horace E. Podems, 24 TC No. 


3, 4/18/55. 


Uranium exploration is separate busi- 
ness from oil and gas for disallowance 
of losses over $50,000. Sec. 270 of the 
1954 Code disallows losses of a trade or 
business of an individual in excess of 
$50,000 if losses for five previous years 
exceeded $50,000. For this purpose, 
uranium exploration is to be considered 
a business separate from oil and gas 
ventures, if they are in fact separately 
conducted. Rev. Rul. 55-120. 


Indian not taxable on gain on sale of 
lands in trust. Under treaty, certain 
tribal lands are held in trust for eman- 
cipated members of the tribe. Taxpayers 
paid capital gains tax on land sold by 
the trust, but sued for refund. This 
court agrees with the District Court 
that the gain is not taxable. It com- 
mented “In our view, this attempt to 
tax evidences, at the least, a 
breach of faith with these Indians.” 
Capoeman, Squire v. CA-9, 3/11/55. 
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policy on his life bought free of stand- 
ard commission. An insurance saleman, 
an employee of an agency, took out 
policies on his life and property through 
the agency at its regular price less the 
salesman’s commissions. The service 
holds that the amount of the commis- 
sion is income to the employee because 
he is entitled to a commission on every 
policy he sells and is taxable on it 
whether he takes it in cash or, as here, 
in a reduced price. Rev. Rul. 55-273. 


Cost of suit allowed as affecting repu- 
tation and earning ability though title 
was at issue. Taxpayer, an attorney, was 
a stockholder in a corporation, on be- 
half of which he brought a_ stock- 
holder’s derivative action charging 
others with mismanagement. In settle- 
ment of that suit he received 150 shares 
of preferred stock. The value of those 
shares, income in the year of receipt, 
is in issue here. Also at issue is the cost 
of defending a suit by other stock- 
holders to set aside the settlement on 


the ground of fraud. The court holds 
that while title to the shares was cleared 
by taxpayer's victory in this suit, the 
costs should be allowed as a business 
or non-business expense because he was 
defending his reputation and protecting 
his retainer as counsel for the corpora- 
tion. There is no issue to go to the jury 
on this point. The valuation issue was 
submitted to the jury which found the 
value was Mudd, DC, Ala. 
4/11 
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Tax supervisor, CPA, New York; head of 
tax dept CPA firm eight years; seeks po- 
sition, New York area. $7,000 per annum. 
Box 611. 

Attorney (Calif.) and CPA. Los Angeles 
resident, ten years tax and public account- 
ing experience, B.S. and LL.B., interested 
in tax position with law firm, CPA firm, or 
in private industry. Salary open. Box 712. 
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summary of how the 1954 Code 
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